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PREFACE 


Successful speculative investment de- 
pends on good judgment and self-reliance. 
Good judgment and self-reliance are born 
out of thinking along right lines. It is 
the aim of this book to develop in the 
reader these two great essentials. 

The thoughts set down in this book 
are the result of more than twenty years 
of study and practical experience in the 
financial field. 
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CHAPTER ONE 


How Securities REFLECT GREAT 
SocraL CHANGES 


In the whole history of human experience 
there are few chapters more thrilling or ro- 
mantic than those which relate to speculation 
and investment, although the general impression 
prevails that this subject is an exceedingly dry 
one. This is due in large measure to the re- 
corders thereof, many of whom have been so 
intent upon the explanation of financial techni- 
calities that they have been unable to impart 
to the reader how closely finance touches the 
lives and fortunes of every one of us. 

The fluctuations in the prices of securities, 
and the innumerable changes in the affairs of 
men which produce them, furnish a continuous 
story of gripping interest. Those who have a 
mind capable of comprehending the changes 
which are constantly going on, an imagination 
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capable of visualizing the future, and an ability 
to form sane and practical judgments, may be- 
come partakers of the earth’s bounty. Let us 
consider some of the things which will broaden 
our understanding of this vital subject. 

The character of investments in this country 
during the past century or more gives us an 
excellent picture of the remarkable develop- 
ment of the country and the people. In the 
days of our great-grandfathers, Canal and Toll 
Gate bonds were gilt-edge securities; today, 
such evidences of capital would be considered 
curiosities. These old-time securities gave way 
to the securities of our great railroad systems 
that gridiron the country in all directions. To- 
day we have billions invested in the automobile 
industry. This comparatively new means of 
transportation has subdivided the country into 
small sections, linked the cities and rural dis- 
tricts, and completely changed living conditions 
throughout the length and breadth of the land. 
The development of the automobile fitted in 
with our railroad transportation system in such 
a practical way as to increase the well-being of 
the nation enormously. Nor is this all. Air 
transportation is a new and lusty infant of the 
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transportation system. Its possibilities stagger 
the imagination. There is not the slightest 
doubt that its development during the next 
twenty-five years will be quite as startling as 
the development of the railroads in the old 
days and the later development of automobile 
transportation. 

Outside the field of transportation, we have 
another tremendous development in the art of 
communication. In the old days, the hand- 
written letter wended its slow and tortuous way 
over the country. Then came the telegraph, 
which was considered almost a miracle; then 
the telephone, which permitted instantaneous 
intercommunication by the voice; then the radio, 
which has linked every home with a million 
events throughout the world. There was only 
a very short pause after the great development 
of the radio until it became possible to send 
photographs over the wires almost instantane- 
ously; then television was accomplished, and 
today it is possible to see as well as hear what 
is going on at the other end of the telephone 
wire, although this new phase has yet to be 
developed on a practical basis. However, com- 
munication has emerged from the realm of 
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sound into the realm of sight, a development of 
such magnitude that its possibilities cannot yet 
be comprehended. The time does not seem far 
distant when we shall be able to sit in our 
homes and see as well as hear the great events 
transpiring in remote parts of the country and 
the world. 

Great as have been the changes in transpor- 
tation and communication, the development of 
electrical energy has been equally potent in 
changing the habits and improving the well- 
being of the people. The electrical energy now 
being generated puts at the service of every 
person the working power of several slaves. 
Chapters could be written regarding the mighty 
influence which this development has had in the 
lives of the people. It has put to the service of 
mankind thousands of labor-saving devices, and 
lifted from the backs of men a colossal burden. 
This industry, too, is still in its infancy. It is 
being extended to the most remote parts of the 
land. Enormous super-power systems are in 
the making, and the slaves of energy are still 
being multiplied to serve mankind. 

These great developments are all represented 
by many billions in securities, evidencing the 
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wealth of the people. The vast changes which 


are now going on, and which are just ahead, 
are bound to have a profound influence upon 
the value of these securities, and become of 
thrilling interest to their holders. 

It is, of course, apparent that the great changes 
which are going on are having a profound effect 
upon the habits and living conditions of the 
people, and that the holder of securities must 
be a student not only of individual security 
values, but also of the changing modes of living. 
For example, modern heating conditions in the 
homes have completely altered the mode of 
dress. Chemical developments have largely re- 
placed ginghams and calicoes with rayon goods. 
High-topped leather boots have all but disap- 
peared; so have ladies’ all-leather shoes. The 
soles on one’s shoes may now be made of a 
dozen different materials besides leather. Color 
schemes have come into vogue in footwear and 
clothing. The spending habits of the people 
have been greatly altered by greater wealth 
and more leisure. Cigarettes are being con- 
sumed by women as well as men. There are 
a host of industries, many of which would 
have been considered trivial in the old days, 
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that are waxing prosperous because of modern 
conditions. 

In the foregoing, the writer has touched briefly 
upon some of the great changes which have taken 
place, and which suggest still greater changes to 
come, in order that the reader may more readily 
grasp his process of reasoning in the succeeding 
chapters, and to show how necessary it is to 
keep an open mind regarding investment mat- 
ters. It is a significant fact that young men are. 
making extraordinary successes today in the 
field of finance because their minds are flexible, 
and this enables them to discern the changing 
values of securities. J. P. Morgan pointed out 
a short time ago that one of the secrets of 
George F. Baker’s great financial success is that 
he has a young mind. Experience teaches of 
the past, but an open mind and imagination 
visualize the future. There is no greater hand- 
icap to success in speculation and investment 
than a closed mind. 
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CHAPTER TWO 


Tue Fauuacy or BuLL AND BEAR 
MARKETS 


In the financial vernacular, the terms “bull 
market” and “bear market” describe a great 
and popular fallacy. The belief is very widely 
held that in order to make money in the stock 
market, one must be able to catch the bull and 
bear swings in prices, and that failure to do this 
will cause loss. As a matter of fact, there is no 
such thing as a bul or bear market over any 
great length of time. The market does not move 
as a whole in either direction except for short 
periods, and the hills and valleys of the market 
give way before the changes in individual stocks. 
In view of the constant changes in conditions 
outlined in the preceding chapter, it seems re- 
markable that this fallacious idea has persisted 
for so long. It undoubtedly originated during 
the days when only a few stocks were traded in 
on the stock exchange, and represented only a 
few of the larger business units. Now that the 
number of listed stocks has vastly increased, it 
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is becoming clearer that the stock market does 
not move as a body in either direction. 

For the past year or two it has been a matter 
of wide comment in the financial press that 
many stocks have gone up while others have 
gone down. These diverse movements in the 
market have been very puzzling to those who 
are wedded to the bull- and bear-market idea. 
Not only are there no such things as bull and 
bear markets in the list of stocks as a whole, 
but there are no bull or bear markets in the 
various groups of stocks over any considerable 
period. One would expect that if any group of 
stocks moved in unison it would be the rail- 
roads, inasmuch as they are all in the same line 
of business. But what do we find? During the 
fifteen-year period ending with May, 1927, the 
following advances have taken place in some of 
the leading railroad stocks: Atchison, 77 points; 
Atlantic Coast Line, 50 points; Chesapeake & 
Ohio, 109 points; Delaware & Hudson, 62 points; 
Erie common, 20 points; New York Central, 35 
points; Norfolk & Western, 71 points; St. Louis 
& San Francisco, 92 points; St. Louis South- 
western, 47 points; and Southern Railway, or 
points. 
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On the other hand, in other leading railroad 
stocks during this period there have been the 
following losses: Chicago, Milwaukee, & St. 
Paul, 90 points; Chicago & Northwestern, 46 
points; Great Northern preferred, 41 points; 
Delaware, Lackawanna, & Western (ex-stock 
dividend), 203 points; Lehigh Valley, 47 points; 
Minneapolis & St. Louis, 17 points; New Haven, 
85 points; and Northern Pacific, 31 points. 
These are merely some of the major changes up 
and down which have taken place during this 
period in the railroad group. 

Let us consider some of the major changes in 
the prices of industrial stocks during the past 
fifteen years, making due allowance for stock 
split-ups, plums, etc. Going through the record, 
we find that Adams Express has declined about 
38%, or $83 per share; American Agricultural 
Chemical preferred has dropped about 68%, or 
$68 per share, while the common has dropped 
from $62 to $10. American Beet Sugar has 
dropped from $71 to $21; American Express has 
declined from $220 to around $139; American 
Woolen preferred has been halved in price. 
Most of our New England cotton and woolen 
textile stocks are selling today at only a frac- 
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tion of their prices of fifteen years ago. Central 
Leather Company stocks have declined about 
35% in price. In the tobacco group, we find 
that P. Lorillard stock has dropped from $188 
to $137. Tennessee Copper was selling at $45 
fifteen years ago; today it is around $9. The 
Virginia~Carolina Chemical stocks were all but 
wiped out in reorganization, after enjoying a 
high investment status for many years. These 
are only a few of the features among the issues 
which have declined, but they show that even 
in periods of great industrial expansion many 
stocks decline tremendously or disappear alto- 
gether. 

On the other hand, the past fifteen years has 
seen some remarkable advances. American Can 
has risen from $38 to the equivalent of $309, 
American Car and Foundry has risen from $58 
to the equivalent of $212, and American Loco- 
motive from $41 to the equivalent of $228. 
American Steel Foundries has advanced from 
$36 to the equivalent of $234, while Corn Prod- 
ucts Refining has advanced from $16 to the 
equivalent of $224. General Electric has moved 
up from $169 to the equivalent of $754, while 
General Motors has shown the astounding gain 
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from $35 to the equivalent of $804. Liggett 
and Myers Tobacco has risen from $191 to the 
equivalent of $502, May Department Stores 
from $78 to $497, Mexican Petroleum from $69 
to $225, National Lead from $58 to $207, and 
U.S. Cast Iron Pipe from $20 to $234. 

It is not difficult to account for the rise and 
fall in stocks during the past fifteen years. Un- 
favorable farming conditions in the Northwest 
and South injured the northwestern railroads 
and the fertilizer companies; the New England 
railroads suffered from poor management and 
public agitation; the express companies were 
hurt by the entrance of the government into 
the parcel-post business; the sugar companies 
suffered from over-production of sugar, and the 
leather and textile companies felt keenly the 
change in styles and modes of dress. Yet, on 
the other hand, the general growth of the coun- 
try helped the railroad and equipment com- 
panies. This growth, together with the develop- 
ment of automobile transportation, helped the 
steel and motor companies. The big advance 
in the development of electrical energy accounts 
for the growth of General Electric. General 
prosperity in the country as a whole proved a 
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big stimulus to the department and chain stores. 
U. S. Cast Iron Pipe got control of a patent 
process for making pipe cheaply, etc. These 
widely diverse movements in stocks show that 
changing conditions make prices; that price 
movements are not uniform, and that there are 
no such things as bull and bear markets over 
any considerable period. The changes in con- 
ditions which have so profoundly affected the 
values of stocks could hardly have been mis- 
taken even by a casual observer, yet what was 
the average person interested in securities doing 
during this period? Merely trying to determine 
whether the “‘market”? was in a bull or bear 
swing. 

If we go back even five years, we have great 
difficulty in discovering anything resembling a 
bull or bear market. Indeed, if we take the 
market of last year we will find that quite as 
many stocks declined as advanced, although 
1926 is popularly supposed to have been a big 
bull-market year. It is quite apparent, there- 
fore, that if one is correct in his judgment of 
individual stocks and buys them on a basis 
where he will not be shaken out by intermediate 
market movements, he has little to fear from 
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the so-called bear markets. In spite of all this, 
however, we find a host of financial advisers 
who make a business of suggesting to people 
how to catch the great bull- and bear-market 
swings. The writer has yet to discover, how- 
ever, anybody who has been able to make any 
considerable amount of money in attempting 
to follow such a policy. 

This great stock-market fallacy prevails to 
such an extent that it is safe to say that the 
vast majority of those interested in securities 
devote fully 80% of their time and effort trying 
to determine which way the “‘market” is going. 
If the same amourrt of study were given to in- 
dividual securities, a great deal of loss would be 
avoided. Even if the market did advance and 
decline in unison, it is very doubtful if anybody 
could make money by attempting to sell at the 
top and buy back at the bottom. There is no 
man living who can tell, except by accident, the 
exact top or bottom of a movement. The in- 
ability to pick the top and the bottom of the 
market, the loss of income from dividends, and 
the human element of caution which prevails 
among security holders during depressed con- 
ditions would make the case well-nigh hopeless. 
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Inasmuch as one has little to fear from the 
market if his judgment is good regarding indi- 
vidual stocks, a careful examination of the 
factors governing specific securities becomes of 
paramount importance. In the study of the 
factors surrounding a security, we must always 
think in per-share terms. It is an interesting 
fact that hardly one stockholder in ten can tell 
you how many shares there are outstanding of 
the company in which he has invested. Yet it 
is impossible to form any idea of the value of a 
stock unless we translate the facts concerning a 
company into per-share terms. If a company 
has ten million dollars in net current assets and 
has one million shares outstanding, we must 
think of net current assets as $10 per share, 
and we must use the same reasoning regarding 
total assets, liabilities, working capital, and 
earnings, making allowance, of course, for any 
prior obligations which come ahead of the issue 
under consideration. One cannot assume for a 
moment, however, that figures are everything 
in determining the value of a stock, although 
they may show present values. There are other 
questions unrelated to the figures upon which 
one must base judgment. The financial mind 
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should attempt to grasp all the factors surround- 
ing the company, and then visualize, through 
imagination, the probabilities of the future. 
And right here let it be said, that it is very 
expensive to be carried away by too much en- 
thusiasm over any particularly favorable phase. 
The astute investor usually spends much more 
time hunting for unfavorable factors than for 
favorable ones; the favorable factors are usually 
quite clear, but the unfavorable ones are often 
obscure. 

The losses which many people sustain in the 
stock market are due not so much to poor 
judgment as to lack of study, and it is surpris- 
ing how much one can learn about a company 
and the value of its securities if he will take the 
time and make the effort. Aside from the figures 
which may indicate the present value of the 
security, the following are some of the questions 
to be considered: Is the business a necessity or 
a luxury? Is it based upon service or patents? 
Is its product increasing or decreasing in popu- 
lar favor? Is its management progressively con- 
servative? Is its capital structure well balanced 
as between bonds and stock? How has the 
company met the changing conditions of the 
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past? Is it a one-man company or an organiza- 
tion? Has it good financial backing? Has it any 
latent possibilities? What, if any, revolutionary 
changes are going on in its field? Is it a large or 
small factor in its particular line? Many other 
questions inherent in the business itself will pre- 
sent themselves to one who studies carefully. 
The writer does not hesitate to assert that if 
any man with reasonably good judgment will 
take the time and trouble to study carefully the 
company into whose security he contemplates 
investing, he will be successful. 

One important point, however, now obtrudes 
itself which needs to be considered at some 
length. If Babe Ruth were obliged to stake his 
capital on one pitched ball, he would very likely 
go broke. If he staked his capital on his batting 
average for the season, however, he would win 
handsomely. It is the same in speculation and 
investment; it is the financial batting average 
that counts. The greatest financial genius who 
ever lived was not 100% right, as the strong 
boxes of our deceased financial leaders have 
eloquently testified. It ought to be apparent 
to anybody, that financial judgment cannot be 
exercised unless it is given scope. Good judg- 
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ment is shown by many decisions rather than 
by one. Russell Sage once said that those who 
go into Wall Street to make a little money may 
make a lot of money, but those who go into 
Wall Street to make a lot of money will go 
broke. He was calling attention, of course, to 
the tendency of speculators and investors to 
stake too much money on a single proposition. 
Authorities differ as to the proportion of one’s 
capital which should be staked on a single 
venture. To the writer it seems that 5% is 
the maximum amount which should be put 
into any one proposition. There are many men, 
however, who beliéve with the Marquis of 
Montrose that: 
He either fears his fate too much, 
Or his deserts are small, 
That dares not put it to the touch 
To gain or lose it all. 

This theory has made a few millionaires it is 
true, but it has made a vast number of paupers. 
It is an exceedingly dangerous theory in the 
field of speculation and investment. 

The diversification of one’s capital not only 
allows the judgment scope, and increases the 
margin of safety, but it also gives one a better 
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chance of selecting some of the phenomenal 
successes which occur from time to time. The 
man who invested in thirty or forty different 
stocks fifteen years ago had a much better 
chance of selecting issues like General Motors, 
American Can, and other successes heretofore 
mentioned, than the man who invested in one 
stock. The most astute investor could not have 
foreseen the tremendous earnings which many 
of our large industrial concerns have shown. One 
thousand dollars invested in General Motors in 
1912 would amount today to about $45,000. 
The same amount invested in American Can 
would have grown to about $8,000. A thousand 
dollars invested in U. S. Cast Iron Pipe would 
have grown to $12,000, and there is a surpris- 
ingly large number of stocks which have in- 
creased the capital of the investor from 500 to 
1,000%. Even during the past two or three 
years, we have seen a number of tremendous 
advances. Commercial Solvents, for example, 
has risen from $80 to $370, and the man who 
has diversified his investments widely may have 
selected one or more such issues. Of course it 
is human nature for one to imagine that some 
particular company is another General Motors, 
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and stake a large amount upon his belief, but 
the same mind will at once realize the tremen- 
dous odds against his hopes being realized. The 
writer knows of one investor who bought twenty 
different stocks after the election of Coolidge. 
While he did well on practically all of them, his 
biggest profit by far was on Maxwell Motors B, 
which he bought at $18 per share and which 
afterwards became Chrysler Motors and sold at 
$240 per share. It so happened that Maxwell 
Motors B was the eighteenth stock on his list of 
selections. This investor had much better hopes 
for some of the other stocks on his list, but they 
rose comparatively fittle. It is a practical cer- 
tainty that investors who have attempted to 
catch the so-called bull and bear swings during 
the past fifteen years have not made any such 
large profits as those above mentioned, and this 
brings us back to the fallacy of following such 
a course. If one invests in many stocks, he can 
select issues having quite a large element of 
uncertainty and still be safer than the man who 
invests in a few stocks where the individual risk 
is smaller. If he selects a large list of the better- 
class stocks, he is tolerably certain of getting 
one or more issues which will make a spectacular 
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success. With the great progress being made in 
so many lines, and the fact that some of our 
largest industries are still in their infancy, the 
future offers quite as stimulating prospects now 
as were offered fifteen years ago. 
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CHAPTER THREE 
Gettinc INFORMATION 


James J. Hrx1, the great railroad builder and 
financier, said: “Ample and accurate informa- 
tion is the secret of success.” 

A great many people do not seem to know 
how to go about getting information regarding 
the stocks they hold or those in which they 
become interested, yet this is not at all difficult. 
The banks and banking houses make a business 
of giving such information to anybody who is 
interested enough te ask for it. The progressive 
newspapers have financial departments which 
answer inquiries on such matters. Then there 
are the companies themselves, which are usually 
glad to furnish stockholders and others with 
information in order to increase their lists of 
holders. The American Telephone Company, 
for example, has a subsidiary, the Bell Telephone 
Securities Company, which makes a business of 
extending its circle of stockholders by furnishing 
elaborate statistics and other information data. 
Most business concerns take the attitude that 
it enhances their credit to extend their list 
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of security holders, as, indeed, it does. Banks, 
banking houses, and newspapers give this service 
to increase the good-will of their business, which 
is their chief stock in trade. 

There are many high-grade statistical services 
which for-a reasonable charge will continuously 
furnish up-to-date information covering almost 
every listed and unlisted security. These con- 
cerns also furnish elaborate data concerning the 
trends in business, politics, etc. There is really 
no excuse today for anybody being in ignorance 
concerning the main facts behind his securities. 
If one is unable intelligently to read the balance 
sheet of a concern, he can get assistance from 
these sources, and find out, in terms per share, 
the total net assets, working capital, earnings, 
and other data. One should not feel at all 
reticent about seeking such information, because 
these sources are usually not only willing but 
glad to extend information. 

Security holders will find it a very practical 
help to keep scrapbooks containing information 
regarding their stocks and bonds. It is surpris- 
ing how valuable these become after a compar- 
atively short time. Statistical data, reports, 
specific news items, and general news items 
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which have a bearing upon the value of a 
security, can literally be kept under one’s thumb 
for instant reference. The writer has kept scrap- 
books for many years to his great advantage. 
The largest financial news-gathering organiza- 
tion in the country keeps an elaborate system 
of scrapbooks. Verily, these books, after a 
time, become little mines of information, and 
they furnish a check upon promises and per- 
formances. Checking back utterances of com- 
pany officials often furnishes valuable clues to 
future developments. 

There is one point to bear in mind when 
keeping informatio, and that is that we must 
differentiate between fact and rumor. No in- 
telligent man will disregard rumor, because the 
rumor of today may be the fact of tomorrow, 
but rumor and other gossip must be taken with 
a grain of salt until the actual facts come to 
light. Another point to remember is that there 
is no need of hurrying in the matter of invest- 
ment. Real values change over a considerable 
period, and one should take ample time to make 
a decision. It has been well said that when one 
is told he must buy now or never, his answer 
should be “‘never.”’ 
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If we contrast the method suggested above 
with the way decisions are arrived at by the 
speculative following of the brokers’ board 
rooms, it becomes apparent why 95% of these 
speculators lose money. Traders in stocks will 
hang over a ticker day in and day out, trying 
to divine whether a stock is going up or down. 
They listen to the most irresponsible chatter, 
and buy and sell for the flimsiest reasons. There 
are more rumors, of things that are not so, going 
over the brokers’ wires than through any other 
channel of communication. Those who act 
upon brokerage gossip are constantly “whip- 
sawed” by the ups and downs of the market 
and lose steadily. Propaganda, which is the 
highest form of manipulation, is being circu- 
lated all the time to influence the market. If 
in the serious investigation of fact the traders 
would spend one-half of the time they occupy 
trying to read the ticker, their lot would not 
be such a hard one. If it were possible for one 
to tell by the ticker how a stock was going in 
the market, it is a safe guess that there would 
be no tickers in operation. The writer would 
record one striking example of how a trader 
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This man had lost money steadily for several 
years. Finally he made up his mind that he 
would spend his time looking over properties 
instead of the ticker. During the past four 
years this man has made between $400,000 and 
$500,000 in the market. He now pays no at- 
tention whatever to the ticker, but he often 
spends weeks and months looking into a com- 
pany, talking with its officers, and visiting its 
plants, so that he is now looked up to by the 
trading element for his “uncanny” judgment. 
There is nothing mysterious whatever about 
his success; he is merely forming his opinions 
by the proper method. 

Confidence comes from conclusions diligently 
sought. If one arrives at a decision by the right 
method, he is bound to have the courage of his 
convictions, and is not easily shaken out of his 
position. The average board-room trader never 
has a real conviction because his decisions are 
based upon guess and hearsay evidence. He is 
extremely bullish in the afternoon and decidedly 
bearish the next morning. Indeed, his balance 
may be completely upset by a poor night’s sleep. 
Then, again, there are many speculators and in- 
vestors who have a fatalistic attitude which is 
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often amusing. The writer recalls a letter which 
he received from a Maine hotel keeper inquiring 
about a certain mining stock. After taking some 
pains to look into the proposition, he advised 
that any money invested in the stock would 
probably be lost. A few days later he received 
from the inquirer another letter thanking him 
for his trouble, but containing the following 
declaration: “I think maybe you are right, but 
I have only $2,000 to invest, and I may as well 
be broke as the way I am.” 

One of the most successful speculators whom 
the writer knows is a Cape Cod man who has 
never spent an hour in all his life in a brokerage 
office. His time is largely devoted to the study 
of finance; in fact, he does little else. He has 
made over one million dollars, to the writer’s 
knowledge, during the past ten years. Brokers 
have often told the writer that their most 
successful customers never visit their board 
rooms. 

The reason why one should seek all possible 
information regarding his securities and keep 
informed as to their status is because invest- 
ments can never be forgotten. They can never 
be forgotten because there is no such thing as 
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absolute safety of one’s investment any more 
than of one’s person. Our own government 
bonds are perhaps the nearest to absolute safety 
of any security that has ever been created, yet 
the Germans had the same idea regarding their 
government bonds before the war. We often 
hear it said: “This is a security that you can 
put away in your strong box and forget,” yet 
some of the greatest losses have been caused by 
this policy. 

Twenty years ago, New England bankers used 
to think that the stocks of the Boston & Maine 
and New Haven railroads were about the last 
word in safety. The head of one of Boston’s 
leading trust companies once said to the writer: 
“When I have the funds of widows to invest, 
and dare not take chances, I invariably buy 
them a little New Haven and Boston & Maine 
stock.” How subsequent changes completely 
altered this opinion is a matter of quite recent 
history. The writer once traced the offerings 
of bonds by a number of leading New York 
banking houses over a period of fifteen years, 
and found that a surprisingly large percentage 
of them had either declined heavily or become 
worthless. Our leading banking houses spare 
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no effort or expense in investigating the issues 
they offer, and the large bulk of securities have 
a high degree of safety when they are sold to 
the public. However, changing conditions are 
beyond man’s power to control, and the bankers 
are blameless if, a few years after an issue is 
sold, changing conditions make them worthless. 
It is the buyer who must assume this responsi- 
bility, and he is powerless to protect himself 
unless he keeps informed. 

Many men do not like to think that there is 
any element of speculation in their securities. 
They would feel very much injured if you told 
them that they were speculating in any way 
when they bought them. They refer to them- 
selves as conservative investors, yet financial 
authorities have never been able to mark the 
line where investment leaves off and speculation 
begins. Of course, the man who buys securities 
legal for Massachusetts savings banks, for ex- 
ample, would be much more entitled to be 
called an investor than the man who bought a 
group of mining stocks, but this does not 
alter the fact that there is an element of risk 
in every security. A prominent Boston trus- 
tee once showed the writer a block of worth- 
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thought I was investing; now I know that I was 
gambling.” 

This is not an argument in favor of taking 
undue risks. Far from it. The prudent investor 
may have two chances out of one hundred of 
losing his money, while the imprudent investor 
may have ninety chances out of one hundred 
of losing it. The successful speculative investor 
recognizes the element of risk, and pits his 
judgment against it. 

Opinion has undergone considerable change 
regarding investments during the past few 
years, due, no doubt, to the war, and to the 
great industrial development of the country. 
In Cleveland’s time it was the “‘bloated bond- 
holder” who was considered to have the greatest 
advantage. At that time, the prices of com- 
modities were very low and industry was very 
much depressed. It was a time of great de- 
flation. We heard nothing about the “bloated 
bondholder,” however, during the late war, 
when those who had invested in these fixed 
income-bearing securities saw the purchasing 
power of the dollar shrink well over 50%. It 
was the holder of industrial-stock equities who 
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was envied for his large dividends and the high 
value of his stocks. 

Conditions during the past fifteen years have 
brought forth a new group of economists who 
assure us that well-diversified stock equities 
which are unlimited as to dividends are much 
more profitable to hold over a period of years 
than bonds, which have a fixed income return. 
They argue that if one has a list of, say, twenty 
bonds, and two of them go wrong, the other 
eighteen will not make up the deficit; but that 
if one has twenty stocks, and three or four go 
wrong, the other stocks are likely to overcome 
the loss, while yielding a larger return to the 
investor. One well-known writer has traced the 
record of some fifty industrial stocks over a 
period of many years in support of this theory, 
and has made out a pretty good case, but the 
trouble with such data is that in its compilation 
one necessarily looks backward instead of for- 
ward. One would need to have a good deal 
of temerity to select a list of common-stock 
equities today, however good, and assert that 
the holder would be better off thirty or forty 
years hence than the holder of a list of good 
bonds. Nevertheless, it does seem advisable 
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to have both stocks and bonds. Bonds are an 
anchor to windward during severe industrial 
depressions, while stock equities tend to offset 
the reduced purchasing power of the dollar 
during times of inflation. 

To the writer it seems that the prudent in- 
vestor would do well to own some real estate 
outright as well as stocks and bonds. In Ger- 
many, where was witnessed the greatest infla- 
tion and subsequent deflation in modern history, 
the owners of real estate, as a class, were about 
the only ones who survived. Bondholders were 
wiped out in the tremendous depreciation of 
the mark, while equity holders had a similar ex- 
perience in the deflationary collapse after the 
war. Today, those Germans who held their 
real estate are better off than the other two 
classes. 

Probably no other country on earth offers 
greater prospects for the equity or stock holder 
than does this country during the years to 
come. Our large natural resources, the great 
advance of science, mass production, the high 
level of education, the ambition of the people, 
the absence of any large leisure class, and the 
fact that there is no limit to the desire of the 
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American public for an increasingly higher 
standard of living, point unmistakably to an 
industrial expansion in the future far greater 
than anything yet seen. 
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MARGINAL SPECULATION 


Tue desire to speculate is inherent in human 
nature; speculation has always flourished and 
always will. In biblical times, it is recorded in 
Genesis that Joseph cornered the food supplies 
of Egypt, and again in Grecian history we find 
Aristotle describing how the philosopher Thales 
cornered the reapers of Miletus. Coming down 
through history, the great speculation in Hol- 
land in tulip bulbsfurnishes a weird chapter. 
Holland has always been the home of the tulip, 
and the wild speculation during the seventeenth 
century in different varieties of the tulip bulb 
in Amsterdam and Rotterdam was participated 
in by all Europe. Certain varieties of this little 
plant soared to tremendous heights. When the 
bubble burst, thousands of people who had had 
vast paper profits were ruined. Then there was 
the wild speculative orgy in France in the 
eighteenth century, when John Law, an Eng- 
lishman, fired the imagination of French specu- 
lators with tales of vast profits being reaped in 
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Louisiana land. This speculative craze was at- 
tended by a widespread scandal which reached 
to the very throne. Later on, England was 
swept by a speculative wave known as the 
“South Sea Bubble.” Millions of pounds of 
hard English money were lost by speculation 
in land in the South Sea Islands. Still later on, 
in this country, following the Civil War, we 
had a great railroad speculative era culminating 
in the panic of 1873. This panic ushered in the 
greatest depression which this country ever saw, 
and which lasted for six years. 

The speculative trait in human nature has 
always made for progress, although, as already 
stated, it has sometimes run riot. Without this, 
Columbus would never have discovered America, 
as his expeditions were financed in the hope of 
finding gold and other precious metals at what 
seemed to many, at that time, the end of the 
rainbow. Our early pioneers who blazed the 
trail into the far West had the same vision of 
wealth. Their eftorts ultimately resulted in the 
greatest development of wealth in the history 
of the world, although few of the pioneers 
themselves reaped anything except hardship 
and labor. 
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Those who decry the speculative instinct in 
man are lacking in imagination. If all those 
who have capital insisted upon a sure thing, 
the growth of the country would come to a 
standstill. Indeed, some of our greatest develop- 
ments have been based upon the speculative 
folly of the people. Our great transportation 
system, which is represented by billions of what 
are now gilt-edge securities, had its inception in 
the speculative era following the Civil War. 
Every year the nation is enriched by billions 
through our huge oil output, yet behind this 
are the colossal losses in “wildcat” oil specula- 
tion. It is idle, then, not to accept speculation 
as a means for making progress, although the 
prudent man will seek to keep his speculative 
tendencies within proper bounds, because his 
measure of success in speculative investment 
will be governed largely by his ability to do 
this. In the present era, we find the speculative 
tendency of the people manifested in stock- 
market speculation, and the tremendous growth 
in such speculation during the past fifteen or 
twenty years has been remarkable. There are 
three times as many stocks listed on the New 
York Stock Exchange now as there were fifteen 
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years ago. A million-share day in the stock 
market then was looked upon as an active 
session, while the normal business of the stock 
exchange now is around two million shares or 
more daily, and every stratum of society is rep- 
resented. Because of this enormous participa- 
tion in the stock market, it will be of interest 
to examine the methods of speculation in order 
to determine the best course to pursue to be 
successful. 

There is no essential difference between the 
stock market and any other market where goods 
are displayed. Those who wish to develop an 
enterprise, issue securities, take these wares to 
the market place, and put them on sale. These 
wares may be bargains or they may be greatly 
overpriced. The bankers, acting with or for 
those who develop industry, are the vendors of 
securities; the stock market is the vehicle for 
selling them and maintaining a market in them; 
and the speculative and investment public are 
those who look into the show windows and ex- 
amine the goods on sale. The vendors of securi- 
ties are of different grades. Some of them deal 
in high-grade bonds, some deal in second-grade 
bonds and preferred stocks, while others pro- 
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mote the sale of common stock. Some houses 
do all three of these things. Banking houses 
may be said to be graded also as to character. 
Some bankers have a high sense of responsibil- 
ity and honor, and will not put out a security 
unless they feel certain that the capital of the 
purchaser will be well secured. They also are 
content with reasonable profits in the distribu- 
tion of securities. There are other banking 
houses not so particular. These sell highly 
speculative issues, and their profits are based 
upon “all the traffic will bear.” There are still 
other banking houses who vary their offerings 
greatly. They will put out several issues of 
high-grade securities and then follow with an 
issue which may be quite speculative. Mone- 
tary conditions determine in a large measure 
the character of the offerings. When there is 
a plethora of money, and the soundest compa- 
nies have been largely financed, bankers are 
not always able to obtain such high-grade issues 
as at times when capital is scarce and large 
corporate financing is necessary. Bankers have 
their overhead expenses to pay and must con- 
tinue to do business. They may do their best 
to get high-grade issues, but there are times 
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when such issues are scarce. The purchasers of 
securities, therefore, should keep themselves in- 
formed as to the character of the various financial 
houses, and make note of those houses which 
have had a large measure of success in past 
promotions, even though this is not a guarantee 
of the future. 

After the bankers have brought forward a new 
issue of securities and created a public interest 
in them, they are usually listed on the stock 
exchange. Frequently, they are listed before 
they have been completely distributed and a 
market is “‘maintained” in them. The bankers 
will buy the security when the supply exceeds 
the demand, and sell it when the demand ex- 
ceeds the supply, thus maintaining a stable 
market. After this distributing process is com- 
pleted, the securities have a more or less stable 
market, but they are always subject to manipu- 
lation by pools and individuals who are looking 
to make profits from the general speculative 
public. 

When we consider this process of financing 
industry, we realize how important the human 
element is in speculation and investment. Self- 
ishness and greed cannot be divorced from the 
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market, and we must consider human nature 
as it is. All things considered, the standard of 
ethics which prevails generally in the financial 
district is high. The New York Stock Exchange, 
for example, is constantly on trial and knows it 
is on trial, and it is because of the growing con- 
sciousness of this fact that we shall never again 
witness the methods by which Jay Gould, 
“Jim” Fiske, Commodore Vanderbilt, Daniel 
Drew, and others rose to notoriety and fortune. 
Nevertheless, human nature being what it is, 
stock-market methods are still far from perfect, 
in spite of the fact that the standard of fair 
methods is being eonstantly advanced. The 
selfishness and greed on the part of the specula- 
tive public is quite as pronounced as among the 
vendors and manipulators of securities. The 
desire to get something for nothing, or a great 
deal from a little, prevails generally. 

Marginal speculation is a subject which has 
caused more discussion than any other financial 
phase. Briefly, it is this: the buyer purchases 
through his broker a given amount of securities; 
he puts up a part of their cost and his broker 
loans him the balance; the broker, in turn, 
borrows from his bank a portion of the money 
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he has loaned his customer and deposits the 
customer’s security as collateral. The customer’s 
cash in the transaction furnishes a safety margin 
for the broker, while the broker’s capital and the 
collateral guarantee the bank against loss. If 
the market price of the security shrinks to a 
point where the customer’s cash margin is 
greatly impaired, the broker calls upon the cus- 
tomer for more cash. If he is unable to provide 
it, the broker must necessarily sell his custom- 
er’s stock in the open market, in order to pro- 
tect himself and the bank. The bank holds the 
broker to the same account that the broker 
does his customer. 

In the old days, brokers were much less ex- 
acting in marginal requirements than they are 
today. Twenty or twenty-five years ago, many 
brokers would buy stocks on a 10% margin, and 
the stock exchange had adopted no rule as to 
how much capital a broker should have in re- 
lation to his liabilities. The result was the 
market often became honeycombed with weakly 
held stocks. The big bear plungers in the market 
would then get together and make a grand as- 
sault on prices by selling stocks short. This 
method of depressing prices often resulted in a 
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selling wave which would wipe out a host of 
small-margin speculators. This is what is meant 
by a weak, technical position. 

Today, owing to the higher standard of ethics, 
most brokers require from 25% to 40% margin, 
while it is a rule of the stock exchange that a 
broker’s capital must be at least 10% of his 
liabilities. This recognition of the danger of 
speculating on a thin margin has done much 
to stabilize the market. During the past few 
years, there have been comparatively few severe 
technical breaks in the market, whereas in the 
old days these “‘clean-ups” occurred several 
times each year. Héwever, this is no guarantee 
that we shall not have severe breaks in the 
future when underlying conditions bring about 
temporary depressions in the market. 

There has also been a great deal of discussion 
as to how much margin a speculator should 
maintain on his commitments with the broker. 
This is not surprising, because there is no set 
rule which can be applied. For example, less 
margin would be required after the market had 
had a considerable depression than after a broad, 
upward movement. Again, the factor of mar- 
ginal safety depends upon the character of the 
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security purchased. Stock-market speculators 
have a curious idea on this point. Most of them 
seem to think that a 30% margin on a stock 
selling for $40 or $50 per share is much safer 
than a similar margin on a stock selling at $100 
or more per share, and yet the fact is quite the 
reverse. As a rule, low-priced stocks are much 
more volatile than high-priced stocks because 
they are usually more highly speculative. For 
example, it would require a considerable de- 
pression in the market to cause a decline of 
30% in a high-grade, well-seasoned stock sell- 
ing at $100; whereas a stock selling at, say, $40 
could slip down to $28 in a stable market. If 
one must speculate on a margin, therefore, it is 
far better to select the higher-grade stocks than 
the more speculative ones. 

There is a fallacy in marginal speculation 
which is quite as pronounced as the fallacy 
regarding bull and bear markets, which we have 
hitherto considered. The idea prevails widely 
among speculators that the probability of profit 
is larger by this method than by outright buy- 
ing. The margin trader reasons in this way: “If 
I buy a stock on a 30% margin, and the stock 
goes up 30%, I make 100% on my capital.” 
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All through life we find that there are many 
things which are possible in theory and almost 
impossible in practice, and this is true of mar- 
ginal trading. Let us revert for a moment to 
the fallacy of bull and bear markets. As has 
been shown, there are no such things as bull 
and bear markets over any extended period, 
and some stocks continue to rise over a period 
of years, while others continue to fall. Now the 
margin trader appreciates this fact far less than 
the outright purchaser. His idea is to buy a 
stock on a margin for an expected advance over 
a short period, and thus make a large percent- 
age on his capital. Because he is trading on a 
margin, he is constantly attempting to make 
quick turns and taking a fresh risk with each 
turn. The effect of this policy is to limit his 
profits. One can go through the financial dis- 
trict and find a great many traders who have 
had on their accounts, at various times, practi- 
cally all the great stock-market successes like 
General Motors, American Can, General Electric, 
and others, but there is not 1% of these specu- 
lators who have carried these stocks over a 
sufficient period to reap the benefit of their phe- 
nomenal advances. Where is there a margin 
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trader who has carried General Motors for the 
past fifteen years? Yet there are many outright 
holders who have done so. On the other hand, 
we find many margin traders clinging desper- 
ately to stocks which have shown them tre- 
mendous losses. The margin trader holds the 
stocks which go against him, feeling that he 
cannot afford to take the’ loss. On the other 
hand, he will take a small or moderate profit 
because it was for this that he entered the 
market on a marginal basis. 

The writer has found many marginal traders 
who have dealt in thousands of shares of stocks 
like General Motors and others during the past 
fifteen years, and who have either lost money 
or made only a trivial percentage of the profit 
which outright holders have made on twenty- 
five or fifty shares. The writer has in mind a 
school-teacher who invested $3,000 equally di- 
vided between United Fruit, Pullman, and Gen- 
eral Electric, about twenty years ago. By 
taking up the rights and other disbursements 
on these stocks, the value of her holdings today 
exceeds $50,000. Where is there a marginal 
trader who has made any such percentage on a 
capital of this amount during this period? This 
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idea of accepting quick profits, which marginal 
trading contemplates, goes hand in hand with 
a philosophy which is disastrous. The average 
marginal speculator does not care particularly 
what he buys if he thinks it is going up. One 
business man, who loses in the market with 
almost clocklike regularity, said to the writer, 
“TI can make money for my wife buying stocks, 
but I cannot make money for myself.” Later 
on he added, ‘‘Of course, I buy stock for my 
wife outright, and stick to the high-grade 
issues. 

The tendency of the marginal speculator to 
buy anything he thinks is going up makes him 
a prey to the stock-market manipulator. In- 
deed, it is the marginal speculative element 
which carries the burden of the highly specula- 
tive and unseasoned stocks. The promoters of 
such stocks realize the difficulty of selling them 
to outright buyers, and make their stock-market 
campaigns largely for the purpose of unloading 
on the marginal speculator who is not particular 
what he buys. The reason that the financial 
districts are so full of absurd rumors concerning 
various stocks is due to the absurd reasoning 
process of the average marginal speculator. The 
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fact that the marginal trader is willing to buy 
almost anything, no matter how much it is 
overpriced, is always a source of delight to 
manipulative pools. A crowd of professional 
speculators will get together and agree to buy 
under the direction of a pool manager a certain 
amount of stock. The usual plan is to use one- 
half of this buying power quietly to buy a stock 
in the market and reduce the floating supply; 
the balance of the buying power is held in 
reserve. The tip is then passed over the brok- 
erage wires that XYZ stock is to have a sharp 
advance. This reserve buying power is then 
thrown into the market suddenly. A normal 
selling power is therefore met with an artificial 
buying power, and this pushes the stock up- 
ward. The traders have received the tip and, 
assuming that the move is on, will rush into 
the market and buy the stock. Others, seeing 
the activity on the “tape,” will add to the 
volume of buying power. If market conditions 
are such that there is general optimism among 
speculators, the pool is likely to reap a hand- 
some profit. This sort of thing is happening all 
the time, and propaganda, which, as has already 
been said, is the highest form of manipulation, 
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is going on constantly. The outright purchaser, 
who buys for the long pull, is not swayed by 
such tips, and he does not constantly hang about 
the brokerage houses where the tips are circu- 
lated. 

The result of all this is that the accounts of 
marginal traders are always being loaded with 
poor and indifferent stock which may advance 
a few points and then suddenly decline, leaving 
them the carrying burden. 

Another pitfall which besets the marginal 
speculator is pyramiding. By this is meant the 
use of profits to increase the amount of stock 
carried. For example, a trader will start at the 
beginning of an upward movement carrying 100 
shares. As his profits increase, he adds to his 
line of stocks, so that the higher the upward 
movement goes, the larger are his commitments. 
If a reaction had started after he had made his 
first commitment of Ioo shares, he would have 
lost on only 100 shares; but when a reaction 
starts after he has added greatly to his line, he 
necessarily loses on the total amount. In addi- 
tion, therefore, to the risk which he assumes 
by reason of marginal trading, is the tremen- 
dously added danger of increased commitments. 
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It may be said rather positively that the aver- 
age marginal trader is always in a position to 
have his capital swept away in the event of a 
sharp break in the market. The unhappy fea- 
ture of this situation is that the marginal specu- 
lator may have excellent judgment as to the 
trend of the market and yet lose because of 
accident. There is always the possibility of some 
happening which may temporarily shake the 
market to its very foundation. The assassina- 
tion of McKinley, the San Francisco earth- 
quake, the sinking of the Lusitania, and many 
other untoward events, wiped out thousands of 
speculators almost overnight. 

It is perhaps because the marginal speculator 
knows that he may lose from one hundred causes 
which do not affect the outright holder, except 
temporarily, that technical conditions are of 
such tremendous moment to him. He is there- 
fore prone to magnify surface conditions and 
ignore basic conditions. He is particularly sus- 
ceptible to all kinds of rumor, and jumps in 
and out of the market frequently. Indeed, no 
small part of the marginal speculator’s losses is 
due to the heavy commission charges which he 
pays his broker. His chances of success are 
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lessened in proportion to his activity in the 
market. The writer knows of a case where a 
young trader amused his brokers by asserting 
that he had adopted a new plan of trading, 
which was to buy United States Steel in the 
morning and sell it just before the close of the 
market in the afternoon, taking either a loss or 
a profit as the case might be. On the assump- 
tion that he made three hundred trades a year 
in this stock, it is easily figured that his com- 
missions would amount to a sum which would 
enable him to buy the stock outright. Thus it 
is extremely improbable that he could have 
made any money in 4he stock by this method, 
even had he known in advance what it was 
going to do in the market. Yet we find mar- 
ginal traders buying and selling stocks several 
times each day, with the expectation of making 
money. That this is impossible is a mathe- 
matical certainty. An active trader does ex- 
ceedingly well to break even in the market. He 
usually experiences steady losses, and it fre- 
quently happens that these losses are almost 
exactly the amount he pays in brokerage com- 
missions, taxes, etc. 

It is axiomatic that the majority of the active 
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traders in the stock market lose money. The 
clientele of a stock-brokerage house changes very 
largely every five years; five years are usually 
sufficient either to convince the active trader 
that he cannot beat the game or to drive him 
into the inactive class, where he exercises better 
judgment and has a greater chance for success. 
Here again we see the reason behind the asser- 
tion of brokers that their most successful cus- 
tomers seldom come into their brokerage houses, 
and trade infrequently. 

Of course, the brokers are well aware of the 
odds against the marginal traders, but the 
brokers’ profits are made out of commissions. 
One active speculator is worth more to a brok- 
erage house than fifty clients who trade infre- 
quently. There is a popular impression that the 
losses of the speculator are due in some way to 
the broker, but as a matter of fact, the broker 
is anxious to see his clients make money. The 
longer they last in the game, the more money 
the broker makes. It may also be said that 
the brokers do their best, in most cases, to give 
good advice to their customers; but however 
good this advice may be, it is not sufficient to 
overcome the odds against the active trader. 
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There is no doubt that the marginal speculator 
would fare better than he does if brokers felt at 
liberty to advise him with some degree of posi- 
tiveness, but human nature is such that the 
trader will forgive his broker for a loss, whereas 
he finds it very difficult to forgive if the broker 
keeps him out of a stock which afterwards goes 
up a little. The result is that the brokers are 
very chary about expressing their opinions too 
forcibly to their clients because they are not 
anxious to lose business. 

A word may be said here regarding the aver- 
age broker’s customer’s man whose job it is to 
get commissions. It,is also axiomatic that the 
judgment of the average customer’s man is not 
very good, which is due largely to the fact that 
the customer’s man spends most of his time 
getting customers rather than in the study of 
stocks. It is a safe assumption that if the aver- 
age customer’s man devoted the time necessary 
to keep thoroughly posted as to stocks, and then 
advised his clients as to the safest method of 
trading in the market, he would not hold his 
job very long, because he would get compara- 
tively little business. Customer’s men, like 
brokers, therefore, are working for commissions 
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all the time. This is written without any dis- 
paragement of the character or ethics of brok- 
ers or customer’s men, who are, as a rule, very 
decent fellows, but candor compels the writer 
to state the case as it is. 

There are some of the marginal speculators 
who realize the chances against them, and who 
trade in the market for the thrill there is in it, 
just as they would play any game of chance. 
The writer knows of several traders who are 
perfectly content if they break even. They have 
what they consider a good time, and one can- 
not quarrel with them if they enjoy it. How- 
ever, there are a great many others who do not 
appreciate the odds against them. The writer 
knows of many tragic cases where men and 
their families have been reduced almost to the 
pauper class because of ignorance regarding this 
matter. 

In the case of many small traders, the loss of 
time is more tragic than the loss of money, and 
there are many young men today who can ill 
afford, for the sake of their futures, the time 
they lose standing over the ticker. Their cap- 
ital is so small that they cannot lose much, but 
their future business careers are jeopardized by 
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the misapplication of effort. The financial dis- 
tricts of New York, Boston, and other financial 
centers, have a sizable number of derelicts, past 
the prime of life, who are without funds or a 
position, but who, like the proverbial ghost, 
continue to haunt the scenes of former exploits. 

We have in the stock market another group 
of habitués, known as chart keepers, who spend 
hours each day charting the course of stocks in 
the market and keeping the record daily for 
years. Most of these have lost their capital 
trading in the market, but, like the system 
makers of Monte Carlo, they can prove to their 
own satisfaction that these charts are a sort of 
divine oracle which will enable one to beat the 
market. The writer has never known one of 
these chart keepers to be even moderately suc- 
cessful as a speculator, yet he will never admit 
that his charts are to blame, and his losses are 
always ascribed to the intervention of some 
extraordinary event which will not happen 
again. A chart is valuable as showing con- 
cisely and comprehensively the rise and fall 
of prices in the past, but it cannot be used to 
forecast the future with its tremendous changes. 

The amount of intense interest and applica- 
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tion put into these charts is often pitiful, and 
the excitement of the chart reader is great when 
his chart indicates that some stock in the mar- 
ket has reached a “double top” or a “‘double 
bottom.” For example, let us assume some stock 
declines over a period of time to 95, and then 
rallies to 103, and sags back to 95 once more. 
This is the double bottom which indicates to 
the chart reader that he should load up at this 
price. The double top is just the opposite of 
the double bottom. Yet, these double tops and 
double bottoms are sometimes right and some- 
times wrong. They have very little meaning for 
the market as a whole, and no meaning at all in 
the case of individual stocks. 

The market skeptic is another type of specu- 
lator who would interest the psychologist. His 
experiences, which have usually been sad ones, 
make him distrust everything, — statistics, offi- 
cial statements, and all other kinds of informa- 
tion. He believes that pretty nearly everybody 
is dishonest, and that the proper method of 
beating the market is to go exactly opposite 
to what appear to be the facts. These market 
skeptics are usually “bears.” They seldom buy 
stocks, and most of the trading they do is on 
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the short side of the market. They are very 
joyful when calamity impends, and seem highly 
delighted when their fellow men lose money. 
This species of trader excites little sympathy, 
although he needs much. It is unnecessary to 
say that he is constantly fighting the trend of 
the market, and is quite as unsuccessful as the 
chart-making optimist. 

The psychological attitude of the marginal 
speculative traders is another interesting study, 
because it shows quite clearly why the vast 
majority of them lose money. A depressed mar- 
ket finds them generally skeptical and carrying 
very small lines of Stock. After the market has 
advanced considerably, they still remain skep- 
tical, and after a further advance of some pro- 
portions, opinion is divided. As the market 
continues further into new high ground, we find 
the first symptoms of what is to become buoyant 
optimism later on. We also find the activity on 
the exchange increasing, and brokers’ liabilities 
rising, which means that the accounts of specu- 
lators are becoming more and more extended. 
At such times, the buzz of the brokerage board 
rooms would do credit to an old-fashioned sew- 
ing circle. To stand in a board room at such 
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times and listen to the comment of traders 
would almost make one doubt his sanity. The 
same people who formerly bought fifty shares 
in fear and trembling are now turning over hun- 
dreds of shares daily, and the flushed faces be- 
speak the general excitement. At such times, 
one’s bootblack is apt to inquire concerning 
certain stocks, and there is a great deal of gossip 
relative to certain plungers who have amassed 
fortunes. These stories are sometimes found on 
the first pages of the newspapers. It requires 
no seer, however, to foretell what the ultimate 
result will be from the over-extension of specu- 
lative accounts. Something usually happens to 
start a selling movement, which runs until the 
technical situation of the market has been 
shaken down to rock bottom. 

The speculative reader will probably rise at 
this point to inquire whether, in view of the 
many pitfalls of marginal speculation, there is 
any line of conduct for the marginal speculator 
to pursue which may overcome the odds against 
him. It is recorded that this question was once 
asked of John W. Gates by a young man who 
had just become a floor member of the stock 
exchange. Gates, in his good-natured, breezy 
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way, said: ““My boy, the best way to beat the 


market is to cut short your losses and let your 
profits run, but of course nobody ever does it.” 
The writer would answer this question by say- 
ing, first, that speculation is not and can never 
be an exact science. If it should ever become 
such, there would of course be no speculation. 
There is no getting around the fact that the 
man who speculates on, say, a 30% margin, 
assumes a risk many times greater than the 
outright holder. There is seldom a year passes 
when a break of this magnitude does not occur 
one or more times in the market. However, the 
writer recognizes that there are many people 
who are bound to trade on a margin, and that 
there are certain methods which will be a great 
aid to such traders. As to the percentage of 
margin itself, it may be said that a 50% margin 
is about the least that can be considered by one 
who has any respect for his capital. It takes a 
very severe depression in the market to reduce 
as much as 50% the price of a stock having 
merit. Of course a 30% margin, when the 
market is depressed, is usually safer than a 
s0% margin when the market is at a high 
level. 
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It is also imperative for the marginal trader 
to stick to the higher-grade stocks having divi- 
dend yields which will pay brokers’ interest 
charges, and in the selection of stocks his rea- 
soning should be exactly the same as if he were 
purchasing outright for long-term investment. 
Furthermore, he should avoid taking small or 
moderate profits. His only hope of beating the 
game is that a few large advances will more 
than overcome a larger number of losses. There 
is no logical reason why the marginal trader 
should not carry over a long period of time the 
stocks which make good. He should keep firmly 
in mind that there is a far better chance of a 
good stock continuing to become better than 
a poor or indifferent stock to become good. 
Moderate profits which accrue on a stock ought 
never to be considered a real profit at all, but a 
guarantee of principal. The holder who adopts 
this policy may be said to be playing with some- 
body else’s money, and this is admittedly a 
happy situation. The marginal trader, however, 
must never hesitate to sell, even at a loss, if he 
becomes convinced that his judgment is wrong. 
It is better to take several small losses while 
getting the “edge” on the market than to let 
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these losses run into large figures. The marginal 
trader should be very careful about increasing 
his commitments, and should not take on any 
additional stock until the stocks he is holding 
are either sold or have advanced sufficiently to 
give him a good “‘edge.”’ For example, suppose 
a man has capital enough to buy 300 shares of 
stock on a 50% margin. Let him select a dozen 
different stocks and buy twenty-five shares of 
each. Let him assume that those stocks which 
advance steadily are merely confirming his 
opinion that they are going to improve in value 
as time goes on; but let him watch carefully 
those which fail to make good. The next step 
is to weed out the indifferent stocks, at a loss 
if necessary, if, and when, it becomes apparent 
that he has erred in his judgment. The specu- 
lator should never take on additional stock 
unless his original capital plus his paper profits 
is equal to 50% of the market value of his total 
line. An even more conservative course than 
this has much in its favor. This policy of in- 
creasing holdings should not be followed too far 
on a rising market, and it should be the ulti- 
mate goal to buy the stock outright. The mar- 
ginal speculator should keep his account in such 
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good condition as to reduce his susceptibility to 
fear and other emotions, which have already 
been touched upon in the foregoing. Unlike the 
chart makers, the writer is not advancing this 
method as a sure means of beating the market, 
but merely as a help to overcome the great 
handicaps incident to this kind of speculation. 
It cannot be emphasized too strongly that, after 
all is said and done, success must depend upon 
the ability of the speculator to comprehend the 
factors surrounding the stocks he buys and to 
form accurate judgment. 
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Tue Varyinc Risks or INDUSTRY 


THE speculative investor should have a clear 
idea as to the character of the different classes 
of stocks and bonds and the conditions which 
surround the various lines of industry which 
they represent. While there is no such thing 
as absolute safety in securities, there is a vast 
difference in the percentage of safety. This is 
true not only as to securities, but as to different 
lines of industry. «There are some lines of in- 
dustry which are highly speculative, while others 
are quite stable. 

The mining business undoubtedly carries more 
risk than almost any other, and the reason is 
not difficult to understand. It is an old saying 
that nobody knows what is underneath the 
ground, and although geological and metallurgi- 
cal science has advanced greatly, this old adage 
remains true. Geologists may be able to tell 
with a considerable degree of accuracy about 
the ore-bearing strata beneath the earth’s sur- 
face, but to take a certain acreage of ground 
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and say that rich ore underlies it is impossible. 
There has never yet been discovered any divin- 
ing rod which will disclose just where the ore is, 
although the “diamond drill” is a considerable 
help in locating low-grade porphyry deposits. 
Now anyone who has ever been in a mine re- 
alizes the tremendous amount of money which 
is necessary to drill a shaft hundreds or thou- 
sands of feet into the bowels of the earth; dig 
miles of lateral drifts large enough to accom- 
modate tramcars and workmen, install hoisting 
machinery, build mills for the reduction of the 
hard ore into its component parts, and for the 
hundred and one other expenses too numerous 
to mention. A great deal of money must be 
spent without any certain knowledge as to the 
extent of the ore body, its value per ton, or its 
cost of reduction. Is it any wonder, therefore, 
that the vast majority of mining enterprises 
fail? 

There are probably more legitimate mining 
enterprises that fail from lack of capital than 
from any other cause. Many good mines of 
today literally broke several companies which 
were inadequately financed, before reaching 
their present stage. The successful speculative 
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investor must realize all this and govern his 
investments accordingly. 

In giving consideration to a mining proposi- 
tion, the paramount thing to bear in mind is 
whether its backers have command of the large 
financial resources necessary to push the prop- 
osition to a point wheré it will be disclosed 
whether or not they have a real mine. 

In view of the tremendous risk inherent in 
every mining proposition, it is nothing short of 
marvelous that so many people are willing to 
risk their money in such ventures. In all his- 
tory, the lure of precious metals has been an 
obsession with a vast number of people, and this 
will probably always be so. Let a little gold be 
found in California, Canada, the Klondike, 
Transvaal, South America, or anywhere else on 
the face of the globe, and immediately a wild 
rush starts to that locality. Yet it is a fact that 
in all these gold rushes not one prospector in a 
thousand makes any considerable amount of 
money. 

A big rush of this kind occurred about twenty 
years ago in the Porcupine gold region of Canada. 
Although this district is today producing more 
gold than any other gold camp in the world, one 
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can count on the fingers of his hands the men 
who have made any considerable amount of 
money from it. The writer visited this camp 
only a short time ago, and found that there 
were less than a dozen mines making good, in 
contrast to the thousands of prospects of fifteen 
years ago. All mining camps go through the 
same stages. First, a prospector discovers some 
precious metal; then the rush begins. Pros- 
pectors are “grubstaked” by various people, 
usually on a fifty-fifty basis of profit. Then 
enters the mining promoter, who buys up 
claims or options thereon from the various 
prospectors, issues shares against them, and 
proceeds to sell them to the public. Fully 95% 
of these promoters are either dishonest or have 
inadequate financial resources. The result is 
that practically all of these mining securities 
become worthless. The next step in the process 
of development is where interests having large 
financial resources enter the field and, under 
the guidance of high-grade geological and met- 
allurgical engineers, buy up, often at very low 
prices, the claims which appear promising. Then 
comes the expenditure of millions of dollars over 
a period of several years. It may be said that 
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much of this capital is lost, but there finally 
emerge a few companies which return to the 
investors a good income. It is apparent, there- 
fore, that the average mining investor has tre- 
mendous odds against him. 

The writer had occasion some years ago to 
look up for one of the large magazines the 
various mining promotions publicly advertised 
during the year 1906, — 1906, it may be remem- 
bered, was a year of wide mining promotion. 
The writer found that out of the thousands 
of mining companies promoted, only five re- 
mained in existence ten years after this date. 

One might think, in view of the hazards of 
mining, that the mining stock salesmen would 
have a hard lot in life, but this is not so at all. 
Within the past year, investors of New England 
have poured millions of dollars into western 
mining propositions, and the same is true of 
other sections of the country. The writer re- 
calls the cynical remark of a mining stock pro- 
moter when taken to task for selling worthless 
mining stocks. He said: “I might as well have 
the money, because the people who invest in 
mining stocks are bound to lose anyhow.” If 
one is bound to invest in mining ventures, he 
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owes it to himself to inquire diligently into the 
character of the people behind it. As has been 
stated in a preceding chapter, there are good 
sources of information if one will take the 
trouble to reach them before, and not after, 
parting with his money. The more careful in- 
vestors feel that they are taking quite risk 
enough in buying mining stocks representing 
companies which have developed properties and 
a reasonable earning capacity. 

After the mining industry comes the oil in- 
dustry, in the matter of speculative risk. Here, 
again, it is a case of not knowing what is under 
the ground. It has been estimated that for 
every dollar’s worth of oil taken out of the 
ground, a dollar has been lost in oil “wild- 
catting.” While this may be an exaggeration, 
the fact remains that the oil business is hazard- 
ous. One may spend many thousands of dollars 
drilling a well down to the “oil sands,” and then 
render the well worthless by improperly placing 
the dynamite charge which starts the oil flow- 
ing. The most successful oil companies have a 
substantial percentage of dry wells. Again, no- 
body knows how much oil there is in a given 
pool or how long it will flow. At first, there is 
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flush production, which means the maximum 
flow of oil; then the oil flow diminishes. “Settled 
production” is a term used by oil men to indi- 
cate the flow of oil after the period of flush pro- 
duction, but in reality there is no such thing as 
settled production. Some oil wells have been 
flowing for many years, while others have be- 
come dry within a period of a few months. 
After an oil pool has been discovered, there is 
a rush of drilling, because the company which 
waits may lose its oil to some other company 
drilling in adjacent territory. 

The bringing in of large pools of oil, and their 
subsequent decline, render the oil business sus- 
ceptible to wide price changes. Crude oil may 
be worth $3 a barrel one year, and $1 a barrel 
the next. The successful oil companies must 
have financial resources large enough to store 
vast quantities of oil during depressed periods 
in the industry, while awaiting a better market. 
The small companies must necessarily sell their 
oil for what it will bring in the market, and, as 
has been stated, they cannot leave the oil in 
the ground. The more successful oil companies, 
therefore, are the ones which have large financial 
resources, well-diversified oil land acreage, pipe- 
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line and other facilities for its distribution, and 
retail outlets as well. There are many well- 
established oil companies whose securities are 
sound, although such securities are, because of 
the nature of the business, susceptible to con- 
siderable price fluctuation. It will be apparent, 
therefore, that the successful speculative in- 
vestor who deals in oil stocks must be one 
possessed of very good judgment regarding this 
business. 

Contrasting sharply with the hazards of the 
mining and oil industries is the relative safety of 
the public-utility and railroad industries. The 
public-utility business is comparatively new, 
yet its nature is such that it has a high degree 
of stability. As a general proposition, there is 
little competition in the industry. These con- 
cerns sell services rather than goods, and they 
are, therefore, not subject to violent commodity 
price changes which so greatly affect companies 
carrying and selling goods. Their business is 
made up of a large number of small units of 
service, so that in depressions there are no large 
cancellations of orders. While their service 
charges are subject to public regulation, it has 
been established by the Supreme Court of the 
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United States that these companies are entitled 
to a fair return on the value of their property, 
and that confiscatory rates are unlawful. Fur- 
thermore, the rates established by public regu- 
latory bodies are not subject to sudden changes, 
which in no small measure add to the stability 
of the industry. Owing to a settled public 
policy, and the court decisions rendered, the 
outlook for this business is promising. About 
the only untoward tendency in this business is 
the manner in which many of these concerns are 
being financed. Many large units have been put 
together and bonded heavily, and the stock 
equity is only a very small percentage of either 
the total capitalization or the property value. 
The growth of this industry has been so steady 
that there has not been as yet any widespread 
loss due to poorly balanced capital structures, 
but as the tendency toward combination is 
growing, it will be well for the investor to study 
this particular phase. 

The railroad industry also has a high degree 
of stability; especially so in view of the trans- 
portation act, which recognizes a fair return for 
the carriers. The railroads, like the public utili- 
ties, are not greatly affected by commodity 
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price changes, while their charges for service 
are also based upon the principle of a fair re- 
turn to the investor. The cost of labor of the 
railroads, however, is much greater in propor- 
tion to its service charges than in the case of 
the public utilities; but with present methods 
of arbitration, this phase is not likely to be so 
troublesome in the future as it has been in the 
past. As to the danger of poorly balanced 
capital structure, the railroads have an ad- 
vantage over the public utilities in that they 
are regulated by a government body — the In- 
terstate Commerce Commission — whereas the 
public utilities operate under state regulatory 
bodies. The state regulatory bodies are often 
unable to prevent “high finance” among public- 
utility companies because of limited juris- 
diction. 

The telephone and telegraph companies may 
also be classed with the railroads and public 
utilities because of the high degree of stability 
of this industry. 

When we get into the industrial field which 
embraces the many concerns manufacturing and 
distributing goods, we must separate it into a 
great many different divisions, and the condi- 
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tions in the various divisions vary widely. In 
some lines there is a high degree of stability, 
as for example in the tobacco business, which is 
based upon a public taste, or upon what many 
term a habit of the people. It is a fact that the 
user of tobacco is exceedingly consistent in his 
requirements, both in good and bad times, and 
the history of the tobacco business has shown 
steady progress. On the other hand, we have 
the sugar industry which is subject to violent 
changes. An overproduction of sugar one year 
will largely wipe out the profits of the most 
successful sugar companies, and cause heavy 
deficits to others. .A year of underproduction 
will give these companies huge profits. Natu- 
rally enough, the securities of the sugar com- 
panies fluctuate widely. 

There are other lines of industry — like the 
steel business, for example, which has attained 
considerable stability through the stabilizing 
influence of its largest units — whose manage- 
ments have, through associations and other- 
wise, eliminated the cutthroat competition 
which prevails elsewhere. There are still other 
lines of industry — like the automobile business, 
for example — which have yet to pass through 
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the period of flux which formerly upset the steel 
business before it had attained its present 
degree of stability. It may be said, however, 
that on account of the growing demand for this 
means of transportation, the automobile in- 
dustry has not yet reached, by any means, the 
so-called point of saturation which has caused 
so much discussion. There is really no reason 
why one should use a heavy automobile made 
for long-distance travel to “‘jitney” around 
town, any more than there was for the farmer 
in the old days to use the “‘carryall” instead 
of the light buggy. The tendency for one family 
to use two or more automobiles seems likely to 
grow as the wealth of the country increases. 

The lines of industry having to do with food 
and shelter have, as a rule, a relatively high 
degree of stability, food and shelter being the 
first material requisites of man. There is really 
no mystery about the success of the food com- 
panies when we consider this fundamental 
reason. 

The chain-store companies, which serve the 
people with so many different goods and which 
have, by the reduction of distribution costs, so 
largely supplanted the old corner store, and by 
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the rapid turnover of goods have nullified to a 
large degree violent commodity price changes, 
have a high degree of stability. About the only 
danger here is that when these chain systems 
multiply to a certain point, and the territory 
for operations becomes circumscribed, they may 
enter a period of sharp competition. In some 
localities this point has already been reached. 

The textile industry has a higher degree of 
stability than many imagine, in view of the very 
severe depression it has recently experienced. 
Its inherent stability is clear enough when we 
realize that wearing apparel ranks with food 
and shelter as a prime need of man. The de- 
pression was due largely to excessive manu- 
facturing facilities and high prices for the raw 
product, brought about by the war, and to 
changes in modes to which the industry has 
become largely adjusted. 

The speculative investor will find it profitable 
as well as interesting to study the conditions in 
various industries along such lines as these. 
In no event ought he to make an investment 
in the security of any particular company with- 
out first informing himself regarding the situa- 
tion in the industry of which it is a part. He 
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will find that by so doing he will be better able 
to differentiate between the large and successful 
units whose prospects are constantly improving, 
and other units which find the business road a 
rugged one. 
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SoME Factors 1n JuDGING SECURITIES 


Arter considering the conditions surrounding 
a given industry, as suggested in the previous 
chapter, the next step is to study the conditions 
surrounding the individual company in which 
one contemplates investing. It will usually be 
apparent from the study of the industry itself 
what companies are in the best positions. For 
example, an examination of the steel industry 
discloses at once that the United States Steel 
Corporation occupies the commanding position, 
and that it is likely to reap the lion’s share 
of the profits. A study of the tobacco business 
discloses that the “big three,” R. J. Reynolds, 
the American Tobacco Co., and Liggett and 
Myers, dominate this line to a large extent. 
A study of the public-utility industry discloses 
certain large units which are bound to prosper 
with the growth of the country, as, for ex- 
ample, the Consolidated Gas Co., which fur- 
nishes lighting and heating to a great part of 
New York City. If we look into the railroad 
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situation, we find that there are certain great 
trunk lines which have a strategic position in 
territory where traffic is heavy. Right here it 
may be stated, as a general proposition, that 
investors do not usually go far wrong when they 
make investments in the commanding units of 
any given industry. Occasionally there will be 
an exception, but it is the exception that proves 
the rule. It is surprising what a large number 
of people will witness the prosperity of some 
big unit of business, and then buy into a small 
unit in the same line in the belief that it will 
duplicate the record of the big unit. 

After one has chosen the unit of business in 
which he wishes to invest, the next thing to 
consider is whether the security he wishes to 
buy is cheap or dear. If it is a bond he must, 
of course, ascertain if it is well secured; but he 
must determine if it is cheap or dear by the 
money market. If the outlook is for declining 
rates for money, he can assume that the bond 
is likely to appreciate; but if the outlook is for 
firmer money rates, he will do well to postpone 
his purchase. His reasoning in regard to the 
stock of a company must be along different 
lines. 
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In this case he must first reduce the figures 
in the company’s balance sheet to per-share 
terms. If the book value per share of stock is 
a great deal higher than the price of the stock 
in the market, it is a point in favor of purchas- 
ing the stock. If the company has shown a 
consistent earning power well in excess of divi- 
dends paid, and the stock is yielding at its 
present dividend rate a fair return on one’s 
capital, this is another favorable feature. How- 
ever, one must not judge altogether by the cur- 
rent dividend. It is more important to consider 
what dividend a company would be conserva- 
tively able to pay rather than the dividend it 
is paying, inasmuch as, in the long run, divi- 
dends are absolutely determined by earning 
power. There is a good deal of discussion as 
to whether one should pay more attention to 
earning power than to assets. Some investors 
lay great stress upon assets, while others care 
little about assets if the earning power is large. 
There are some companies like the Boston & 
Maine and New Haven railroads, which have a 
book value far in excess of the price of their 
stock, yet their earning power in recent years 
has been low. These stocks in the market have 
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reflected earning power rather than assets. On 
the other hand, there are concerns like the 
Woolworth and Kresge companies, whose assets 
are only a fraction of the market price of their 
stock, but which have a large earning power. 
In good times, earning power commands a good 
price, but in depressions, when earning power 
shrinks, asset values may hold a stock up in 
the market. The ideal investment is one which 
combines both large assets and high earning 
power. There is an element of strength miss- 
ing from an investment which has one without 
the other. 

The writer would again emphasize that figures 
alone are not the whole story, and that the 
measure of success of the speculative investor 
will be determined by his ability to visualize 
the future. ‘However, if he buys a sound stock, 
he can compose himself in patience while the 
future unfolds. 

After the speculative investor has satisfied 
himself as to the future of an industry, and of 
the security in which he has invested, he must 
then keep himself informed as to the changing 
values behind it, never hesitating to sell if he 
finds he has erred, and never selling while the 
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long-term outlook is favorable to his security. 
He must not be too greatly influenced by tem- 
porary recessions in business, and must keep in 
mind constantly that the country is growing. 

Although it is a fact that 95% of the marginal 
speculators lose money, the odds against the 
speculative investor are not nearly so great as 
this would imply. If one should buy twenty or 
thirty different stocks listed on the stock ex- 
change, beginning with the letter A, and con- 
tinuing down the alphabetical list of stocks until 
his line had been completed, he could hold these 
stocks over a period of years without losing 
anything like 95%, of his principal. The law 
of averages would probably prevent him from 
losing very much money, if, indeed, he did not 
profit. The point is, that the marginal specu- 
lator beats himself, and his losses cannot be 
laid to the stock market or to individual stocks. 
If the speculative investor will take the trouble 
to study conditions in the various lines of in- 
dustry and in the affairs of the various com- 
panies, and exercise reasonable judgment, he 
should have at least a moderate amount of 
success. 

If the writer may be pardoned a personal 
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reference in this connection, he would call at- 
tention to his own financial “batting average.” 
For the past several years, he has analyzed in 
the financial columns of the Boston Post each 
Monday, with a few exceptions, some particular 
stock, outlining the conditions affecting it. 
Taking the prices of these stocks at the time 
the articles were written and comparing them 
with the prices of the present, his batting aver- 
age figures just slightly under 90%, which means 
that if one had invested equal amounts of money 
in each of these stocks, he would have about $9 
in profits against each dollar of losses. This is 
not to suggest that the writer’s future may be 
judged by his past, but is cited merely to show 
that successful speculative investment is not so 
difficult as many suppose, if conducted along 
right lines. 

There is a popular impression that in order 
to be successful, one must have “‘inside infor- 
mation.” As a matter of fact, there has been 
more money lost by so-called inside tips than 
was ever made. It frequently happens that 
officials lack vision as to the ultimate value of 
the securities of their own companies. The 
auditor of one of the large coal companies sold 
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his stock at $67 per share, feeling that it was 
high enough. Today, this same stock is worth 
the equivalent of $240 per share. This official 
had all the figures pertaining to the company, 
but he was so vexed with certain superficial 
conditions in the industry that he could not 
visualize the future. A prominent steel official 
came back from Europe with millions of war 
orders, yet he sold out a good-sized block of 
stock which he had at $50 a share and later 
bought it back at $100 a share. The stock ulti- 
mately advanced to above $500 per share. 

The biggest stock-market success during the 
past two years has been Commercial Solvents, 
which has risen from $80 a share to nearly $400 
per share. The writer called attention to this 
stock when it was $85 per share because of its 
remarkable prospects. The company had suc- 
ceeded in establishing a process for making 
“Butyl Alcohol” which is used as a base for 
paints and lacquers. This base is used widely 
in the “Duco” automobile finish. In a large 
measure, the company revolutionized the paint 
business by its method of production and low 
cost. When the stock reached $180 a share, the 
writer ventured the suggestion that it was 
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cheaper at this price, considering its improved 
prospects, than when it sold at $80 per share. 
His statement caused considerable amusement 
in the financial districts, but it was verified later 
by the price of the stock. This incident is cited 
to show that in spite of the fact that Wall 
Street is always looking for bargains, it misses 
a great many. It is an interesting fact that 
fully 80% of the people in Wall Street are so 
busy trying to divine the course of the market 
and the fluctuations in individual stocks, that 
their minds are unable to grasp the many op- 
portunities that present themselves. It is also 
a fact that moneyed interests do not advertise 
their discovery of a bargain, but go about 
quietly accumulating stock. A man of good 
judgment outside the financial districts may 
have a much better conception of the future 
of an industry or a business than a man who 
spends all his time in Wall Street. There is no 
district which has a monopoly of brains. 

We hear a great deal about the market dis- 
counting values, and this is true to some extent, 
but there are times when the market, which 
means the people interested in it, is curiously 
insensible to changing values in many stocks. 
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There are always bargains in the stock market 
for those who can visualize future conditions. 
There is a host of speculators who are con- 
stantly looking for inside tips which will make 
them rich, and are very susceptible to “whis- 
pered information.” For more than twenty 
years the writer has been in the business of 
interviewing officials of the leading corporations 
regarding their companies and the conditions 
within the various industries. If he had acted 
upon all the tips he has received, he would have 
gone broke many times. Consider for a moment 
the human element in this matter. Is it reason- 
able to suppose that people having knowledge 
of latent values are going to shout it from the 
housetops in order that the speculative element 
may make money? Is it not also barely possi- 
ble that people who are anxious to get rid of 
their stocks may disseminate information cal- 
culated to assist them in such an enterprise? 
It is recorded that a novice in the stock market 
once asked James R. Keene, one of the largest 
market operators of the last generation, what 
equipment a young man should have in order 
to be successful in the market. “‘A wad of 
cotton for each ear,’ was Keene’s reply. 
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The writer would not suggest for a moment 
that one should disregard all the gossip of the 
financial district. Such a course would be 
foolish, but he would emphasize that it be in- 
terpreted in the light of human nature. For 
example, if a company official decries the stock 
of his own company, it is reasonable to ask 
one’s self whether this would be the natural 
thing for him to do, and if not, would it not 
be fair to assume that he might be anxious to 
buy a little of the stock himself? A prominent 
railroad stock has risen 100 points during the 
past two years. Its rise has been punctuated, 
at frequent intervals, by statements made by 
the president of the company suggesting that 
there was no reason for this advance in the 
stock, although all the facts and figures con- 
cerning the company suggested otherwise. The 
writer could cite a great many similar incidents, 
but will content himself by saying that in not a 
single case of this kind that he has ever witnessed, 
has the stock been other than a bargain. 

The successful speculative investor differenti- 
ates, at times, between official statements made 
to stockholders, and unofficial interviews. Of- 
ficial statements to stockholders are practically 
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100% correct, whereas unofficial statements may 
have a much lower percentage of veracity. 
Then, again, directors’ opinions may be quite 
as erroneous as those of a stock-market novice. 
It frequently happens that three or four of the 
largest interests in a company completely domi- 
nate its policies, and a director of such a com- 
pany may not have any better idea of plans 
going forward than someone entirely outside 
the company. In the popular vernacular, they 
are “‘rubber stamps.” It is also true that 
directors in some cases pass out tips to serve 
their own selfish purposes. 

If we follow the official reports of companies, 
we shall keep more correctly informed than by 
following any other course. It is the recognition 
of this fact which is creating an increasingly 
insistent demand for quarterly statements. The 
company that publishes a statement concerning 
its affairs only once a year, gives an unfair ad- 
vantage to insiders. The companies that give out 
little or no information concerning their affairs 
will have little attraction for the man who has 
any respect for his capital. As a general propo- 
sition, company officials have little regard for’ 
the average speculator, whereas they are very 
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solicitous for their stockholders of record. They 
feel that the average speculator is jumping in 
and out of their stock in order to get something 
for nothing, and they are not given to assisting 
him in any way. 

The writer recalls an interesting incident where 
the treasurer of a company had charge of main- 
taining a market for the company’s stock. The 
stock had had a sudden dip of about ten points 
in the market without any apparent reason, and 
the writer had asked the treasurer the reason 
therefor. The treasurer smiled and said, “Take 
a look at this record of stock transfers.” His 
smile had now become a genial grin. The rec- 
ords showed that practically none of the reg- 
istered stockholders had sold their stock, and 
that the selling was by brokers for marginal 
speculators. The official said that the same 
traders had previously been quite enthusiastic 
over the stock, and as anxious to buy as they 
were now anxious to sell. In connection with 
maintaining a market for the stock, this official 
had a good-sized block of stock with which to 
work. If the traders became heavily loaded with 
the stock, the official would withdraw his bids 
from the market in order to frighten them into 
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selling. On the other hand he was always in a 
position to loan stock on the “ street,” to accom- 
modate any of the traders who wanted to sell 
it short. In addition, therefore, to maintaining 
his market, he was always in a position to 
“whipsaw”’ traders, which he took great delight 
in doing. There are more stocks thus closely 
controlled than most people imagine. 

A word may be said here regarding short sell- 
ing. The operation is as follows: “A” believes 
a stock is too high and is going lower. He goes 
to his broker and sells the stock “‘short.”? The 
broker sells the stock and delivers it out of the 
stock he is carrying for “B,” who is long, or 
else he borrows it for this purpose from the 
broker loan crowd on the floor of the stock 
exchange, which is the same thing. When the 
short seller buys the stock back in the open 
market the broker delivers the stock back to 
“B’s” account. Incidentally “B” never knows 
whether or not his stock is being loaned. If a 
man carries his stock at a bank, his collateral 
is always in the vault of the bank, but if he 
carries his stock with a broker, it may be bor- 
rowed at any time. In the long run, short sell- 
ing has no effect on the price of a stock. A 
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heavy short account will sometimes put a stock 
up temporarily if the shorts become frightened, 
while in weak markets short covering sometimes 
stabilizes a market. When the big bear oper- 
ators think that a large amount of stock is 
being carried on margin by the speculators, they 
borrow the stock and throw it upon the market 
in order to depress its price and scare out long 
holders. If they succeed, they can buy it in 
again at a profit. 

Frequently a so-called short interest in a stock 
is more imaginary than real. If a large holder 
of stock of record started selling it, and delivered 
the shares standing in his name, the fact might 
leak out and depress the stock, thereby hurting 
his market. The usual procedure, therefore, is 
for the big holder to borrow stock, and sell it 
short until he has completed selling his line, 
after which he delivers the stock standing in his 
name to replace the borrowed stock. It is very 
difficult, therefore, for one to know whether or 
not there is a real short interest in a stock. If 
an operation like this results in the belief that 
there is a short interest and speculators buy 
upon this assumption, it helps the big holder 
of stock who is selling. 

102 


Some Factors in Judging Securities 


The writer has never suggested selling stocks 
short, and never will. The short seller is always 
fighting the growth of the country, and for this 
reason it 1s vastly more difficult to make money 
on the short side than on the long side of the 
market. The habitual short seller is an habitual 
loser in the market, and the number of bear 
plungers who make money is infinitesimal com- 
pared with the number who make money on 
the long side. The short seller may be lik- 
ened to the mariner who has neither chart nor 
compass. 
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DEPRESSIONS AND THE STATE OF CREDIT 


In the preceding chapters we have seen that 
the rise and fall of securities are governed by 
changing conditions; that because of changing 
conditions in every line of industry, there is no 
uniformity in the movements of security prices 
over a long period; that some stocks continue 
to improve in value while others decline or dis- 
appear altogether; that diversification is one of 
the paramount requisites of successful specula- 
tive investment; that we must first study care- 
fully the conditions in a given industry and then 
select the most promising investment within 
that industry; that we must avoid the pitfalls 
of marginal and active speculation; that we 
must keep thoroughly informed regarding the 
changes affecting our securities after having 
purchased them; and that we must use our 
own judgment rather than pay attention to 
tips, charts, etc. We have also seen that it is 
futile to attempt to catch the swings in prices 
by trying to sell at the top and to buy at the 
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bottom, in spite of the fact that we have tem- 
porary depressions in business and the market 
which would seem to make such a course 
profitable. 

While it is impractical for the speculative in- 
vestor to sell out his line of securities in order to 
catch the bear swings in the market, there is an 
advantage to be gained by investing sparingly 
when a high level of prices is manifested by a 
scarcity of bargains. When bargains are scarce, 
the marginal speculator should take heed and 
bend every effort toward the purchase of stocks 
outright or to increasing his margin. This he 
may be able to do by weeding out the poor and 
indifferent stocks which have crept into his 
account through errors in judgment. 

It is the reluctance on the part of the large 
investors to purchase when bargains are scarce 
which tends to halt an upward movement, and 
it is the bargain hunters in the market who aid 
measurably in stopping a decline during periods 
of temporary depression. The term * ‘temporary 
depression ” is used here advisedly, because in 
a growing country like this we are really in a 
continuous bull movement. This is as true of 
business as of the stock market. It is this great 
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fact which makes it so impractical for the 
speculative investor to sell his securities in 
order to catch the bear swings. 

Opinions differ greatly as to the causes of 
depressions, and hardly two economists have 
the same ideas regarding this matter, and yet 
depressions have occurred throughout all his- 
tory. The Scriptures tell us about the seven fat 
years and the seven lean years, and the depres- 
sions in those days were undoubtedly due to 
crop failures. Now, however, widespread crop 
failures are practically unknown in this country. 
Economists have ascribed depressions in recent 
history to many causes. Bagehot says they are 
brought about “by a lot of stupid people having 
a lot of stupid money.” Bonamy Price says they 
are due to a large outlay of capital in new enter- 
prises. John B. Clark holds that they are caused 
by overproduction. Henry George’s theory was 
that high land prices were responsible. There 
are others who attribute them to sun spots. 

While the writer has no pet theory as to the 
cause of depressions, it seems very clear to him 
that the state of credit is the predominating 
factor in both inflation and depression. Of 
course it is always easy to point to contribut- 

106 


Depressions and the State of Credit 


ing factors, but if we trace many of these to 
their source we will find that they have their 
roots in the credit situation. Take the matter 
of production, for example. Superficially, it 
would seem that there is a point of saturation 
in the production of goods, yet when we con- 
sider that there is no limit to human desire for 
the good things of life, we realize that there is 
no point of saturation in production, as a whole, 
so long as the people have the cash and credit 
with which to buy. 

If one had told the economist of fifty years 
ago who held the theory of overproduction, what 
the output of goods per capita would be today, 
the reply would probably have been, “That 
much production could never be attained with- 
out causing a panic.” Yet today many econo- 
mists are realizing that larger production means 
larger consumption. Capital is created by pro- 
duction, and capital furnishes a basis for more 
production. Human desire, which is happily 
limitless, does the rest. Human desire being 
unlimited, it is natural enough for capital to 
become spread out too thinly at times, and 
when this happens, rising money rates often 
check business sharply. It is here that psy- 
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chology enters the situation. Buyers hold aloof 
for better prices, and everybody tries to beat the 
situation by liquidating ahead of the other fellow. 
It is forgotten at such times that the liquidity 
of securities as well as of commodities is due to 
the fact that most people do not wish to liqui- 
date. The rush of liquidation, however, brings 
us back more quickly to a basis where expansion 
can resume its normal course. 

The thing to remember at such times is that 
contraction results from the human tendency 
to expand, and that expansion is sure to be 
resumed. ‘Thus, depression is the symbol of 
expansion. Those who understand this law are 
not likely to commit excesses during boom times 
or to become too pessimistic during depressions. 
Russell Sage was once asked after a severe de- 
cline in the stock market whether he thought 
the market would rally. “It always has,” was 
his reply. 

As has already been suggested, it is the fact 
that the normal course of business is upward in 
registering human progress which makes long- 
term holding of securities profitable. One of the 
richest men in this country, who has amassed 
great wealth because of his knowledge of this 
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law, said to the writer: “I am not disturbed at 
all when everything is going down, because | 
know that this is a temporary condition. I be- 
come disturbed only when some business which 
I own declines against the general trend as a 
result of some particular change in modern 
conditions.” ; 

The state,of credit is not difficult to judge in 
spite of the abstruse discussions regarding it. 
Money rates tell the whole story. If credit 
becomes limited, it is reflected almost immedi- 
ately in rates. Money rates practically always 
give the warning signal of temporary overex- 
pansion, although they usually go unheeded for 
a considerable time. After a period of liquida- 
tion, money rates again give the sign of relaxing 
credit, although this does not impress many 
people owing to the general pessimism engen- 
dered by the decline. When money rates begin 
to stiffen perceptibly after a period of expansion, 
the prudent man will take due notice. 

Students of the money market are always en- 
deavoring to forecast money conditions a con- 
siderable distance ahead, but this is a difficult 
thing to do because future money rates may be 
determined by the psychological factor. We do 
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know, however, that all history has shown that 
it is human nature to use all the credit rope there 
is. It may be said, therefore, that a plethora of 
credit usually brings about overexpansion. 

At the present time, many believe that our 
Federal Reserve System has the power to pre- 
vent overexpansion, but this is yet to be proved. 
Undoubtedly, it will tend to prolong the upward 
business cycles, but only a rash person would say 
that it will completely nullify a tendency in- 
herent in man. 

We now come to the question of periodicity 
in the business cycles. There are a great many 
speculative investors who seem to think that 
because an upward movement has lasted a cer- 
tain length of time that it must necessarily come 
to an end. During the present upward cycle, 
which has been one of the longest on record, we 
have seen a great deal of evidence of this. In 
1925, following the election of Coolidge, the 
opinion was widely expressed by business and 
market forecasters and others that we were 
nearing the top of the bull market. Subsequent 
developments disclosed, however, that the bull 
cycle had hardly gotten under way at that 
time. 
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cycles has caused much loss. The writer knows 
a number of speculative investors who sold out 
their entire lines of securities at that time, feel- 
ing that the top was near, and they have been 
standing on the side lines ever since, trying to 
convince themselves that the top of the bull 
swing is just around the corner. 

As has already been suggested, it is as difficult 
to foretell the length of a bull movement as it is 
to forecast top prices for stocks. A bull market 
will last just as long as conditions remain favor- 
able, and a continuance of favorable conditions 
depends largely upon the psychological factor. 
As long as business men, bankers, speculators, 
and others act prudently, there will be no de- 
pression; if a wild orgy of speculation takes 
place, it will, of course, tend to hasten the end 
of the upward cycle. Who is there that can 
judge with any certainty as to the time element 
here? 

The present long upward cycle has been due 
largely to two factors: first, a large credit base; 
and second, the spirit of caution which has pre- 
vailed since the serious depression of 1920-21. 
If we consider the credit situation as it exists 
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today and compare it with that which obtained 
during and following the World War, it will be 
seen at once that the remarkable upward cycle 
now in progress is amply justified. During the 
war, governments paid 8% or more for money. 
Our own Liberty Bonds bearing 41/44% sold 
about 20% below par. Today, our government 
is financing the retirement of Liberty Bonds at 
less than 3!/2.%. During the war, some of our 
highest-grade railroad bonds sold to yield 7% 
or more; today such bonds sell to yield 412% 
or less. Since the war, practically every state 
bank in Europe has reduced its discount rate, 
and these reductions have ranged from 1 to 5%. 

During the war, a great part of the energy of 
the world was exerted for the destruction of 
capital, and production was mainly of materials 
and supplies which were consumed by the war. 
Here was a case where production did not create 
capital, and capital could not be used as a basis 
for more production. The result was that cap- 
ital was destroyed on a scale never before wit- 
nessed, and the high money rates which prevailed 
reflected the situation. With the Armistice, pro- 
duction resumed its normal course, although this 
was not reflected immediately in better credit 
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conditions and lower money rates. For the past 
few years, however, the world, and this country 
in particular, has been piling up capital at a 
tremendous rate. 

Not only have money rates declined radically 
during the past few years, but commodity prices 
have also declined. The purchasing power of 
the dollar today is about 73 cents, compared 
with the 1913 dollar, whereas at the peak of 
prices following the war, the purchasing power 
of the dollar was only 40.5 cents, compared with 
that of 1913. Present income yields, although 
much lower than they were during the war 
period, are worth, just as much as they were 
then in purchasing power. It is clearly apparent, 
then, that the rise in security prices, although 
very large, is thoroughly justified by changed 
conditions. Furthermore, present prices of se- 
curities are likely to prove stable, because con- 
ditions are now normal, whereas war conditions 
were abnormal. 

The great improvement in conditions during 
the past few years has not been attended by 
speculative excesses, either in the stock market 
or in business. The great rise in stocks has been 
merely an adjustment to changing conditions, 
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and not the result of wild speculation. Business 
has been going forward largely on a hand-to- 
mouth basis, and the great improvement in our 
transportation system has made it unnecessary 
for business interests to have excessive amounts 
of capital tied up in inventories. 

Although the present upward business cycle 
has been one of the longest on record, there is 
no indication yet that it has run its course. 
The position of this country as creditor nation 
of the world, which implies that we shall con- 
tinue to receive large sums from European 
nations for years to come, suggests that the 
present upward cycle may be extended for a 
much longer period, providing, however, that 
the present spirit of conservatism continues to 
prevail. 
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CHAPTER EIGHT 
SELF-RELIANCE 


Tue great leaders of thought and action in 
every line of endeavor are people of self-reliance. 
Without self-reliance one is buffeted about by 
every breeze of opinion. This quality is quite 
as important to the speculative investor as the 
knowledge of values and right methods, and 
without it he is necessarily lacking in courage. 
Let no man think that self-reliance and courage 
are not essential amid the gloomy forebodings 
which accompany every period of depression. 

Now, self-reliance and courage in speculative 
investment must be based upon confidence, and 
as the writer has already said, confidence comes 
from conclusions diligently sought. It is also 
true that self-reliance increases with success, 
while error tends to dispel it. The self-reliant 
speculative investor usually starts from a humble 
beginning and learns that success is attained by 
taking advantage of a number of opportunities, 
rather than by staking all on the one big chance. 

There is a vast difference between self-reliance, 
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built upon this foundation, and bravado, which 
is the undoing of so many speculators. The 
speculative investor will find that by thinking 
along right lines, and by applying right methods, 
his self-reliance will be measurably increased and 
his efforts crowned with success. 
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TWENTY YEARS’ FINANCIAL 
OBSERVATION 


In the following section of this work the writer 
has endeavored to give a series of observations, 
based upon over twenty years of practical ex- 
perience as financial editor and speculative in- 
vestor, which will answer many questions that 
arise in the reader’s mind regarding the stock 
market, finance, and business. No attempt has 
been made to arrange these observations in 
order or sequence. It is the writer’s earnest 
hope that these sidelights will be of interest and 
benefit to speculative investors and others. 
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WAR DEBTS AND FOREIGN BONDS 

There is a great deal of discussion going on 
relative to the debts owed us by foreign gov- 
ernments. There is one powerful group in this 
country who believe that the war debts should 
be cut down or canceled altogether; another 
group, headed by Secretary Mellon, are equally 
insistent that these obligations be fulfilled. At 
the time the Dawgs plan was being formulated, 
in 1923, the writer was sent to Europe by the 
Boston Post to interview the premiers of the 
various countries and other important person- 
ages, and he found that it was the consensus of | 
expressed opinion that the plan would not work. 
All the various nations were engaged in an ex- 
tensive scheme of propaganda calculated to give 
them an advantage under the plan. It is neces- 
sary to understand in these modern days that 
propaganda is being constantly carried forward 
for selfish purposes. Contrary to the generally 
expressed opinion, the Dawes plan was accepted, 
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and it has worked. While some of the foreign 
nations who owe us large sums are working con- 
stantly in an endeavor to persuade us that they 
cannot pay their bills, this is yet to be proved. 
Among all the political lights whom the writer 
interviewed, Mussolini was one of the few Euro- 
pean statesmen who seemed to realize that the 
first step in the rehabilitation of Europe was the 
full acknowledgment of the war debts, although 
Italy was perhaps the least able to pay of any 
of the European countries. This fact was taken 
into consideration when representatives of Italy 
and the United States sat around the table and 
came to an agreement as to what Italy should 
pay. It would seem that while there is much 
that can be said on both sides of this question, 
there would be no advantage for this country 
further to reduce the war debts until it has been 
demonstrated that the foreign nations are unable 
to pay. The come-back of Europe during the 
past two or three years has been much more 
rapid than almost anyone expected, which sug- 
gests that their debt-paying power is much 
greater than they would have us believe. 

There is a popular misunderstanding regard- 
ing the foreign debts owed to this government, 
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and the foreign debts owed to the people of this 
country as a result of the sale of foreign bonds 
to our investors. At no time has there been a 
suggestion that the foreign nations should re- 
pudiate their debts to our investors; it is merely 
the debts owed this government that are in 
question. The foreign statesmen know perfectly 
well that they would have more to lose than to 
gain by not meeting their obligations to our in- 
vestors, because it would ruin their credit in the 
nation having the greatest credit reservoir in the | 
world. Under peace conditions, any foreign na- 
tion, owing our investors, would undoubtedly go 
to the extreme limit of taxation to keep its credit 
good in this country in the years to come, and this 
is as true of the South American countries as of 
the European countries. Any nation that lost its 
credit in this country would have great difficulty 
in borrowing anywhere else on earth. For this rea- 
son, bonds of foreign governments have a higher 
degree of safety than their present yields suggest. 
We must differentiate, however, between 
foreign government bonds and the bonds of 
foreign corporations. While many of the latter 
bonds have a high degree of safety, there are 
others which do not. To many people, a foreign 
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bond is a foreign bond, regardless of whether it 
is backed by a government or is merely the 
obligation of a business concern. 


BUYING NEW STOCK ISSUES 


In every bull market there are a large number 
of new stock issues sold to the public and listed 
on the stock exchanges. The more pronounced 
the bull market, the greater the number of new 
issues. It is only in periods of rising prices that 
common stocks can be sold advantageously. 
After a period of depression, the spirit of caution 
prevails so widely that only the best bonds find 
a ready market. As optimism increases, second- 
grade bonds and preferred stocks can be sold 
readily, and as we reach the enthusiastic period, 
common stocks are sold in volume. Banking 
groups who sell common stocks must necessarily 
take greater risks with their capital than in 
selling high-grade bonds, so that they feel it 
necessary to add a substantial percentage of 
profit on this class of security. Furthermore, 
common stocks are priced to the public largely 
on the basis of current earnings, and current 
earnings are of course larger during upward 
cycles. The result is that the public pays 
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fancy prices for many of these common-stock 
issues. This is the reason that a large majority 
of newly issued common stocks seldom go much 
above their promotion prices in the market, and 
often shrink heavily during the seasoning process 
in the years immediately following their listing. 
It frequently happens that in periods of good 
times, those who have built up a company are 
able to sell enough common stock to equal the 
value of the business and still remain in posses- 
sion of a majority of the stock. 


TRADING IN GRAIN AND COTTON 


The question is frequently asked whether or 
not the element of risk is larger in the grain and 
cotton markets than in the stock market. No 
dogmatic answer can be given to this question, 
but it is a fact that the prices of grain and cotton 
fluctuate much more widely than the prices of 
stocks, and it is much easier for the average 
speculator to become overcommitted in grain 
and cotton than in stocks. A good deal of the 
trading in grain and cotton represents “hedg- 
ing” by concerns handling these products. For 
example, a cotton manufacturer may buy cotton 
as a “hedge” against the future delivery of 
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goods, while the flour manufacturer may “hedge” 
against future delivery of flour. The risk to 
these people is not so great as to the outsider. 
Furthermore, weather conditions and other 
factors cannot be so accurately judged, in ad- 
vance, as the factors affecting stocks. The 
writer’s observations have shown him quite 
conclusively that the average person can lose 
money much more rapidly in the grain and 
cotton market than in the stock market. 

The time element is a big factor in the grain 
market, and one may be right as to the long- 
term trend and yet lose heavily. The writer has 
in mind the case of a prominent Chicago packer 
who felt that the trend of grain prices would be 
downward after the war. He was correct in his 
opinion, but lost a very large amount of money 
because the trend downward did not begin for 
about a year after he had figured that it should. 


WATCHING STOCKS IN DEPRESSIONS 


It is much easier to select the promising stocks 
in periods of depression than in periods of boom. 
When everything is rosy, it is a poor stock, in- 
deed, that will not advance of its own accord or 
through the efforts of some speculative clique. 
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Almost any company can make good in good 
times, but it takes a good company to make 
good in poor times. The writer called attention 
in 1924 to Island Creek coal, which was then 
selling at $98 a share, and which is now selling 
at the equivalent of $250 a share. The year 
1924 saw the worst coal depression in twenty 
years, yet this company earned $12 a share, 
although its price held below $100 per share for 
a long time on account of the general pessimism. 
It was almost a foregone conclusion that this 
stock would advance the moment general con- 
ditions improved, and earn a much larger 
amount of money when the coal business picked 
up. To the shrewd investor, depressions are 
not unmixed evils because they present re- 
markable opportunities for profit. One may 
also learn much regarding good stocks during 
periods when the stock market is weak. While 
there are some exceptions to the rule, stocks 
which hold up well, or advance when the market 
is weak, are worthy of investigation. 


HUNTING FOR SLEEPERS 
The pencils of Wall Street are always busy 
figuring and refiguring values, but nevertheless, 
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many stocks often sell much below their worth 
for long periods at a time. “Hunting for 
sleepers” is a term used by those who are 
always on the lookout for latent values. The 
active stocks receive the most attention, but 
often the inactive issues which attract little 
attention are the real bargains. When a stock 
becomes active after a long period of quietude, 
one should investigate it with a view to discover- 
ing some hidden bargain; the activity may indi- 
cate that someone else has already discovered it. 


IS IT GETTING HARDER TO BEAT 
THE MARKET? 

Some of the old-time speculators in the mar- 
ket complain that it is much harder to beat the 
market than it used to be, yet they do not 
seem to understand why. In the old days, when 
only a few stocks representing the larger units 
of business were listed, and the whole market 
could be pretty well controlled by a few large 
speculative cliques, the intermediate movements 
were much more uniform than now. The larger 
the number of listed issues, the more the cross 
currents of business are reflected in the market. 
The result is that the speculator cannot judge 
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the day-to-day trend of the market, because 
there really is no trend in the market as a whole, 
and he is constantly “‘whipsawed”’ by the diverse 
movements of stocks. 


ARE WOMEN GOOD STOCK 
SPECULATORS? 

A great many of the brokers will not take 
women’s accounts. Their argument is that they 
lose frequently and then make a tremendous fuss 
about it. The writer knows, however, of a good 
many women speculative investors who are quite 
successful. At the same time, it is a fact that 
the average woman,gives most of her time to 
rearing children and to keeping the home, so 
that her experience in financial matters is neces- 
sarily limited. It is an unfortunate fact that a 
great many women begin speculating late in life, 
after their husband’s death, and a whole book 
could be written on the financial woes of widows. 
Bankers and ‘lawyers agree that between 80% 
and 90% of the widows lose what money is left 
them by their husbands within a period of five 
years. At the death of the average husband, 
the widow is wholly unfamiliar with even the 
rudiments of business and investment; further- 
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more, the family is living on a scale far above 
that which can be maintained by the income 
from his property. The widow’s heart is torn 
by the thought of skimping in the expenditures 
for her growing children, and it is at such a 
time that the temptation to speculate is great. 
The widow is also susceptible to the blandish- 
ments of the “get-rich-quick” promoters who 
assure her that she can get a larger income by 
exchanging the investments she has for other 
stocks and bonds yielding a higher return, or 
representing some proposition which will make 
her rich within a few years. These financial 
sharks, for whom the prison rock-pile is far too 
good, actually follow the death notices in carry- 
ing on their nefarious practices. The writer re- 
calls the case of an elderly lady who had always 
been accustomed to the good things of life, but 
was forced to run a cheap lodging house and do 
the hardest kind of drudgery after having been 
fleeced by one of these human vultures. 

The average widow should not assume either 
the business or speculative risks which her hus- 
band took. It is another unfortunate fact that 
many husbands who are very careful in their 
business affairs are negligent in the matter of 
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leaving their estates so they will be the least 
burden to their widows. The average widow 
would do well to seek advice from men who 
stand high in the business and financial world 
for ability and integrity. In no event should 
she listen to the smooth arguments of financial 
sharpers. , 


WHA ETS ‘A. POOL? 


There is much talk in the financial press about 
pools in the market, but there is little explana- 
tion as to what they are. Pools range all the 
way from groups of individuals representing 
large aggregations of capital for financing big 
undertakings, to the “bobtailed” pool which 
may represent a few speculators in some brok- 
erage office. In its highest sense, a pool is a syn- 
dicate of bankers who form an agreement to do 
some particular financing. Such a group may get 
together and agree to buy a large issue of securi- 
ties to sell to the public. The syndicate is usu- 
ally under the direction of a syndicate manager, 
which is generally the house which originates the 
deal. The security is sold to the public, and a 
market is maintained for it until it is thoroughly 
disseminated among investors, and the profit or 
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loss on the syndicate operation is then appor- 
tioned on the basis of each concern’s interest. 
Large pools are often formed within an hour or 
two by telephone. For example, suppose the 
New York Central Railroad wanted to sell fifty 
million dollars of securities, and that J. P. 
Morgan and Company were the syndicate man- 
agers. The Morgan firm might telephone or 
wire fifty or a hundred other banking houses 
asking them if they wished to participate, and 
what proportion of the whole issue they would 
be willing to take. The issue might be offered 
the next day and sold before night, and the 
profit divided almost immediately. Again, in- 
vestment conditions might be adverse, and the 
members of the syndicate might be obliged to 
take up their proportions of the securities and 
hold them for weeks or months before they could 
distribute them. Such syndicates do not always 
make a profit by any means. There is a high 
degree of honor among the larger banking houses 
in holding to syndicate agreements, and their 
word is usually as good as their bond. 

There are other pools which are made up of a 
number of rich men for the purpose of buying 
up the floating supply of a stock in the market, 
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with the object of advancing its price and sell- 
ing out to the public at a profit. Such pools 
sometimes make a good deal of money, and at 
other times lose heavily. The individual specu- 
lator in stocks always has some kind of market 
upon which to sell; but the pool which gets 
“loaded” with a stock may be said to have no 
market other than that of its own making. A 
pool is sometimes able to push a stock up to 
high prices but unable to sell out its line. The 
speculative pool is also subject to the possible 
dishonesty of some of its members, who may 
sell short against a pool participation. The 
writer has known.of a number of pools which 
have lost tremendous sums of money and of 
others which have made millions. 

The “bobtailed” pool is usually a group of 
ordinary speculators who get together and buy 
a few thousand shares of stock with the idea of 
advancing its price a few points and then get- 
ting out with a quick profit. The technical posi- 
tion of the stock market is of course weakened 
when there are a great many pools operating in 
it, and the market itself is subject to a violent 
decline at any time. Over a long period, pool 
operations mean little to the value of stocks. 
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They are never a menace to the speculative in- 
vestor who conducts his operations in a prudent 
manner, but they are often a menace to the 
average marginal speculator. 


SHALL WE LOSE OUR GOLD? 


Inasmuch as the state of credit largely governs 
the prices of securities and determines the veloc- 
ity of business expansion, there is a great deal of 
discussion as to whether the large gold base 
which this country has acquired as a result of 
the war, and upon which the credit structure is 
reared, will tend to diminish as a result of the 
loss of this gold to Europe and the rest of the 
world during the years immediately ahead. It 
is estimated that one dollar in gold will sustain 
about eleven dollars of credit, so that this ques- 
tion 1s an important one. Now, the only way 
Europe and the rest of the world can get our 
gold is to give us something the equivalent of 
it. This must be either securities or goods. As 
to securities, our bankers can largely govern the 
amount of loans abroad. As to goods, foreigners 
must sell here in competition with us, and also 
overcome the tariff barrier in many lines. With 
American methods of mass production, it is 
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doubtful whether this competition is anything 
to be feared. Europe was never able to compete 
with us, successfully, before the war, and has 
not been able to do so since. Even with the great 
disparity in cost of production as a result of de- 
preciated currencies, European competition has 
not been a serious factor, and it seems very 
doubtful that the balance of trade, which has 
been in favor of this country for so long, will be 
materially changed. Of course, the number of 
Americans who visit Europe each year, and 
spend large sums of money there, is a factor 
which tends to cause us a loss of gold, but this 
is of no great moment. On the other hand, how- 
ever, Europe will continue, for many years to 
come, to pay us large sums on account of the 
war debts. It would seem that if tight money 
develops in the future, it will be because of in- 
flation in this country rather than because of 
any important loss in our gold supply to the 
rest of the world. 


SWITCHING INVESTMENTS 
The speculative investor will find it an ad- 
vantage, at times, to switch investments, and it 
is often possible to extricate one’s self from a 
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loss by judicious changing of securities. The 
writer recalls the case of a prominent investor 
who, having carried the old preferred stock of 
the Virginia Carolina Chemical Company for a 
number of years, made up his mind that this 
stock had fallen out of the class in which it was 
when he bought it. The company had been 
obliged to issue bonds ahead of its preferred 
stock as a result of declining business. He al- 
ready had a loss in it of about 15%, but instead 
of holding it, he switched into American Tele- 
phone. At the time the switch was made, both 
stocks were selling at $98 per share, and paying 
dividends of 8%. Afterwards, Virginia Carolina 
Chemical preferred passed its dividend and sold 
down to $4 per share, while American Telephone 
increased its dividend to 9% and rose to the 
equivalent of $182 per share, including the cash 
value of rights. This investor saved, therefore, 
a loss of practically his entire investment, and 
added 80% to his principal. One man, who 
guides the destiny of a large fiscal institution, 
makes it a rule to switch an investment when- 
ever it falls below the class it was in when he 
bought it. For example, if he buys a grade B 
bond, and it falls into grade C, he immediately 
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switches; and he adopts the same principle re- 
garding his stocks. He never sells anything, 
however, as long as it is on the upgrade. 


VEST-POCKET ISSUES 

There is no uniformity of values in the stock 
market, contrary to the opinion quite generally 
held. There may be two stocks in a given in- 
dustry, one of which may be selling for much 
more than it is worth, while the other may be 
selling for much less than it is worth. It fre- 
quently happens that a very small issue may 
be controlled by one man or a small group of 
men, and the prite of such a stock may be 
pushed much above its real value. When there 
is a great deal of buying power in the market, 
stocks of small issues tend to rise faster than 
stocks of large issues, and run ahead of the 
market, so to speak. For example, a stock like 
Pennsylvania Railroad, on account of the large 
number of shares outstanding, may be rela- 
tively cheaper than the stock of some other 
railroad with a comparatively small number of 
shares outstanding. The speculative investor 
should keep this point in mind when judging 


values. 
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DO STOCKS DECLINE IN PRESI- 
DENTIAL YEARS? 

There is a popular impression that the stock 
market declines during the years of presidential 
elections, owing to political uncertainty, but 
here are the facts. During the past century, 
there have been seventeen depressions in the 
stock market, but only two of these took place 
in presidential years. Four of them came one 
year after a presidential election, five came one 
year before, and six occurred halfway between. 
One of the depressions which came in a presi- 
dential year was the so-called “free-silver” 
panic. 

If the political issues involved in a presidential 
campaign touch a fundamental economic situa- 
tion, there is bound to be uncertainty, but this 
is seldom the case, as shown by history. One 
must judge wholly by the issues involved, and 
not by his own political beliefs. 


AN OFT-REPEATED QUESTION 


Financial advisers are often met with the fol- 
lowing question: “My dividend has been passed, 
—shall I sell or hold?” The question for the in- 
vestor to ask himself, in a case of this kind, is 
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whether he would buy this stock at the price at 
which it is selling if he did not already own it. 
Unless he can answer in the affirmative, he 
should sell it. The speculative investor, who 
keeps thoroughly informed regarding his secur- 
ities, is not usually caught holding a stock after 
a dividend is passed. A shrinking margin of 
earnings above dividends usually gives the in- 
vestor ample warning. Again, the prudent 
speculative investor will not continue to hold 
a stock whose dividend is being earned by a 
narrow margin, except in times of general de- 
pression. As a general proposition, one should 
have a margin of safety above dividends equal 
to the dividend itself. 


PSYCHOLOGY OF BULL AND 
BEAR MARKETS 

Many stock-market diagnosticians treat the 
market as though it were something which could 
be measured with a yardstick, and fail to recog- 
nize its psychological side. The stock market is 
a state of mind, as well as a state of facts and 
figures. While conditions governing the stock 
market change radically from year to year, 
human nature changes but little, and although 
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stocks are obviously cheapest when they are 
lowest, the average speculator is more inclined 
to sell at that time than to buy. There is always 
a long sidewise movement at the bottom, and 
selling of stocks by disheartened holders. Specu- 
lators have lost heavily and are thoroughly 
frightened. The brokers, too, have chastened 
spirits, and urge their customers to buy only 
good stocks and to keep their accounts strong 
by carrying moderate lines. The important buy- 
ing at such times is by insiders, outright invest- 
ment holders, and prudent speculative investors, 
who conduct their affairs in such a way that 
they are not swayed by fear. Even after the 
market has started upward, the average board- 
room speculator has little courage, and the bull 
movement is usually pretty well advanced before 
there is much enthusiasm in the financial dis- 
trict. Then, as stocks continue to rise, profits 
grow; more stocks are bought with profits and 
the pyramid enlarges. The higher the market 
goes, the more credit traders have with which 
to buy stocks, so that the market may be said 
to lift itself by its boot straps. On the other 
hand, when the market is going downward, the 
credit with which to buy is constantly shrinking. 
138 


Twenty Years’ Financial Observation 


It is clear, therefore, that psychological con- 
ditions, rather than underlying values, are re- 
sponsible for the widespread pessimism at the 
bottom of a depression, as well as for the buoyant 
enthusiasm after a big upward swing. By keep- 
ing constantly in mind the psychological aspects 
of the market, we shall not be swept off our feet 
either by booms or depressions. The thing that 
frightens most people during depressions is the 
difficulty of obtaining credit, but it should be 
kept in mind that in normal times most people 
do not wish to liquidate either stocks or goods, 
and that as soon as the fright stage has passed 
there is sure to bexa change for the better. 


TAE PAGTOR OF CHANCE 

There is a very popular impression that the 
element of chance, or luck as some would call 
it, has a great deal to do with the success of the 
speculative investor. As a matter of fact, suc- 
cess in the long run depends upon one’s judg- 
ment, and chance plays a very small part. If 
a foolish man makes money by chance, he will 
soon lose it because he is foolish. This has been 
demonstrated in the stock market many times. 
It is not a question of how much one wins or 
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loses in the stock market over a period of a year 
or two, but of how much he wins or loses over a 
long period, that determines his financial status. 


WHERE THE TAIL WAGS THE DOG 

The purchaser of stocks should give due at- 
tention to the capital structure of a company; 
if he does this, he will save himself many rude 
shocks. For example, if the capitalization of a 
company is 80% bonds and 20% stock, it is 
obvious that earnings on the 20% equity will 
fluctuate widely. If, on the other hand, the 
capitalization 1s equally divided between bonds 
and stock, the earnings on the stock will be 
much more uniform. When business is good, 
earnings on a small stock equity may rise tre- 
mendously, and give an erroneous idea as to 
permanent earning power. Buyers of stocks 
representing small equities are often greatly 
surprised when, in a period of lean times, earn- 
ings on such stocks disappear almost overnight. 


HAS THE RICH MAN AN 
ADVANTAGE? 
It is a popular fallacy that the rich man has 
an advantage over the comparatively poor man 
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in the stock market. This is unfounded. The 
small dealer in stocks can always buy or sell 
within a small fraction of the current price, 
whereas the man who deals in large blocks of 
stock often cannot sell without depressing the 
market, or buy without bidding up the price of 
a stock. A Rockefeller might make a million 
dollars by employing ten million dollars; the 
small man who makes one hundred dollars by 
employing one thousand dollars would be doing 
just as well. The rich man is apt to diversify 
his investments more widely than the compara- 
tively poor man, but there is no reason why the 
latter cannot also widely diversify according to 
his capital. With equally good judgment, he 
has an advantage in the market over the rich 
man. 


BUYING ON MERGER POSSIBILITIES 
It is dangerous to attempt to make money in 
the stock market by buying on merger possibili- 
ties, for in so doing the average man is leaping 
in the dark. The utmost secrecy usually sur- 
rounds buying for control of a company, so that 
the outsider is never sure whether he is right or 
wrong in his judgment. Buying for control 
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often pushes a stock much above its worth. 
Those who buy for control, figure on the aver- 
age cost of all their purchases. They might be 
willing to pay double what the stock was worth 
to get the last few thousand shares which would 
give them control, but would not be at all in- 
terested in buying at this price after control had 
been obtained. Many stocks have risen tre- 
mendously as a result of buying for control, and 
have later dropped like a plummet and never 
again attained their high prices. Buying on 
values is far safer than buying on merger 
possibilities. 


SECURITIES AND THE DOLLAR 

Most buyers of securities fail to appreciate 
that the purchasing power of the dollar fluctuates 
rather widely over a period of years and look 
upon the dollar as a fixed unit of value. The 
writer was very much interested in this tend- 
ency by observing the reaction of the German 
people to the tremendous decline in the pur- 
chasing power of the mark. Few Germans ever 
spoke about the decline in the value of the 
mark, but were constantly talking about the 
rise in the value of gold or the dollar. Unless 
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we understand how the purchasing power of the 
dollar fluctuates, we can hardly form a correct 
opinion as to whether securities are cheap or 
dear. For example, in 1920, the dollar was worth 
40.5 cents in comparison with the 1913 dollar. 
Today it is worth about 73 cents. A five per- 
cent return from an investment today will buy 
as much of the world’s goods as a nine percent 
return bought in 1920. A nine percent dividend- 
paying stock selling today at $180 per share 
would yield five percent on its cost, and is rela- 
tively as cheap as it would have been if it sold 
at $100 per share in 1920, when the purchasing 
power of the dollar. was only 40.5 cents. The 
purchasing power of the dollar is based upon 
the average of a large number of commodities 
which make up the cost of living. 

In this connection we should keep in mind 
that when the cost of living rises, it is bearish 
on bonds and other fixed income-bearing secu- 
rities, and bullish on this kind of security when it 
falls. A rise in the cost of living would also be 
bearish on stocks were it not for the fact that 
profits tend to rise with rising commodity prices. 
Falling commodity prices are bullish on stocks 
when dividends are well secured, but the tend- 


143 


S uccessful Speculative Investment 


ency is for earnings on many stocks to shrink 
as commodity prices fall. A large output of 
goods causes prices to fall and increases compe- 
tition in many lines. The speculative investor 
will find it very much worth while to consider 
the trend in the cost of living when judging his 
securities. 


NAMES ARE NOT ASSETS 

A great many investors are misled by the 
stock promoter who sells his wares largely by 
pointing to the names of prominent citizens who 
may be directors in the company. It is an un- 
fortunate fact that certain politicians and other 
well-known people are either wheedled into be- 
coming directors of a company or are given free 
stock for the use of their names. 


THE VELOCITY OF CREDIE 

Many people do not understand what is meant 
by the velocity of the dollar or the velocity of 
credit. Briefly, it is this: A given number of 
dollars employed as capital of a chain-store sys- 
tem which turns over its goods every week will 
do more work than if employed by a concern 
which turns over its goods but once a year. 
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Such a chain-store system can, therefore, do a 
large amount of business on a small amount of 
capital. Transportation has a great deal to do 
with credit conditions, — the quicker the flow 
of goods, the less amount of credit is required 
to do business. The credit strain of 1920 was 
due, in large measure, to the inefficiency of our 
railroads, which suffered severely as a result of 
the war. Many people thought that the develop- 
ment of the automobile would be a big strain on 
credit, but the automobile industry has done 
much to “pay its way” by speeding up trans- 
portation. The easy credit conditions which 
obtain today are dye, in great measure, to the 
fact that we have a rapid transportation system 
which makes it unnecessary to tie up a large 
amount of credit in inventories. 


INSTALLMENT BUYING 


We hear a great deal these days about install- 
ment buying, and many people seem to fear that 
the buying of a wide variety of goods on time 
payments is a danger signal. This matter must 
be considered in relation to the growing wealth 
of the country, and to the writer it does not 
appear that this fear is justified. Today, eleven 
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million people in this country either own their 
own homes outright or a substantial equity 
therein; figuring five persons to the family, this 
means one-half of the population of the country. 
Seventy percent of the people of the country 
carry sixty-five billion dollars in life insurance; 
there are twenty-five billions deposited in the 
savings banks, and forty percent of the people 
have savings bank accounts; besides, the Ameri- 
can people have been loaning hundreds of 
millions to Europe annually for several years. 
With these figures in mind, and considering the 
great amount of money available at low rates, 
it is hard to see how the American people can 
be overextended. We should not forget that in- 
stallment buying increases the output of goods, 
and that the output of goods increases credit. Of 
course, it makes a difference whether the goods 
bought on the installment plan have a long 
life or a short life, but there is a check upon in- 
stallment buying of quickly perishable goods in 
the tendency of investment capital to flow only 
into channels where it will be well secured. Every 
day evidence is accumulating that the companies 
which finance installment buying are becoming 
more and more cautious in this respect. 
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SHOULD THE RETIRED MAN 
SPECULATE? | 

A great many retired men have disastrous ex- 
periences in the stock market. Having built up 
a competence in some line of business entirely 
outside the stock market, they retire, but find- 
ing that time hangs heavily on their hands, they 
start speculating for the want of something to 
do. Speculating may be an interesting pastime 
if not carried too far, but the tendency of the 
retired man is to speculate actively; perhaps his 
activity in the past has a great deal to do with 
this. The writer has seen many tragic cases 
where retired men have lost their competencies 
and have been obliged to resume work late in 
life. One case which the writer recalls vividly 
is that of a prominent Faneuil Hall market man 
who retired with a considerable amount of 
money. For a few years after his retirement he 
was a well-known figure in the Boston brokerage 
houses, but suddenly he disappeared from his 
usual haunts. A little later, the writer happened 
to be in the Faneuil Hall district and observed 
a man laden with a heavy side of beef and walk- 
ing with some difficulty. On closer observation, 
he discovered that it was the erstwhile retired 
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market man who was now starting at the begin- 
ning again. Another case almost as pathetic is 
that of a prominent Lynn shoe manufacturer 
who retired under the age of fifty with half a 
million dollars. He died at the age of sixty-two 
with hardly enough money to pay his burial 
expenses, owing to losses in the stock market. 
The poor man may get his experience in active 
speculation cheaply, but this is not usually the 
case with the well-to-do retired man. 


MISJUDGING THE MARKET VOLUME 

The volume of speculation must be considered 
in relation to the number of stocks listed. Many 
people think that there is wild speculation going 
on today if there is a volume of two and a half 
million shares. These people are usually think- 
ing in terms of the million-share volume of a 
number of years ago, when only a comparatively 
few issues were listed. If one stood in an ordi- 
nary auction room where there was one auc- 
tioneer and only a dozen different articles on 
sale, he would not be impressed by the volume 
of business being done; but if he stood in an 
auction room where there were a dozen auc- 
tioneers and a hundred articles being sold, he 
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would probably conclude that he was witness- 
ing a very active market; yet the activity of the 
market would only be great in relation to the 
number of articles being dealt in. Those who 
mistake the present volume for wild speculation 
have not grown up with the market. A volume 
of from three and a half to four million shares 
today would be no greater relatively than a 
volume of one million shares twenty years ago. 


DO STOCKHOLDERS CONTROL THEIR 
COMPANIES? 

In practice, comparatively few companies are 
actually controlled by their stockholders. The 
most successful concerns are usually controlled 
by a few of the largest stockholders, who solicit 
proxies from the majority and name the man- 
agement. Most of the large corporations have 
difficulty in getting the smaller stockholders to 
take the trouble to sign and return proxies. 
Some years ago, the Boston & Maine Railroad 
gave free transportation to its stockholders in 
order that they might attend the annual meet- 
ing. Many of the stockholders accepted the 
transportation, but proceeded to go shopping 
instead of attending the meeting. There has 
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been no plan yet devised to marshal small 
stockholders into an intelligent voting unit, 
and one can readily imagine the difficulty in 
getting a large number of people to agree on 
any policy. 

We hear a great deal about the banking power 
and the control which the bankers have over 
various companies. Many bankers would be 
highly delighted if the concerns in which they 
are interested could be properly conducted with- 
out their assistance, but because they have sold 
securities in these companies to their clients and 
are aware of the indifference of the small stock- 
holder, they deem it advisable to be represented 
on the board of directors or in the executive 
management of the company. Banker manage- 
ment, therefore, is vastly better than manage- 
ment lodged among indifferent stockholders. 
The ideal condition is where the men who have 
built up the business control it, and have the 
backing of strong banking interests. In invest- 
ment, it is better to follow the leaders than to 
follow the crowd. 

Some of the shrewdest investors follow the 
lists of the largest stockholders of the various 
companies to see whether or not the holdings 
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of prominent interests are increasing or dimin- 
ishing. For example, if a man of the caliber of 
George F. Baker should materially increase his 
holdings in the American Telephone Company or 
the New York Central Railroad, it would be con- 
sidered a strong bull point on these companies. 


HOW TO JUDGE PROSPERITY 

Prosperity is a word often used but seldom 
clearly defined. It is used most frequently dur- 
ing periods of inflation which are not periods of 
prosperity. Periods of inflation are periods of 
sham prosperity. Prosperity may be judged by 
comparing wages with the cost of living. If 
wages and commodity prices go up together, 
nothing is gained, because one is offset by the 
other; the same may be said if both prices and 
wages go down. If the cost of living goes down 
and wages hold steady or advance, we have real 
prosperity. This is what has been happening in 
recent years. The wages of the working man 
today are practically at the same level as dur- 
ing the war period, yet the dollar will buy 75% 
more of the world’s goods than in 1920. 

We hear a great deal of talk about the liquida- 


tion of labor, but the liquidation of labor means 
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a decrease in purchasing power. It is being 
realized more and more that the backlog of real 
prosperity is the purchasing power of the people. 
In 1896 we had very low prices for commodities; 
anthracite coal could be bought in the neighbor- 
hood of $4.50 per ton, and flour and other neces- 
sities of life in proportion, but the wage of the 
working man was also very low. Many men 
were out of a job in those days, and soup kitch- 
ens were busy places in all the large cities of 
the country. It is not the price of a commodity 
that counts so much as the ability to buy it. 
The dollar, as a mere dollar, means nothing; it 
is the purchasing power of that unit of our 
currency that counts. 

The reason that wages have been maintained 
while the cost of living has been going down is 
because there is greater efficiency in production. 
During the past twenty- -five years the number 
of employees in manufacturing pursuits has in- 
creased 65%, but manufacturing productivity 
has increased 170%. The production of the 
farms has increased 37% during this period with 
only 20% more farmers. Railroads are carrying 
170% more traffic with only 61% more men. 
Further progress in the efficiency of production 
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is practically certain, and the progressive busi- 
ness managers are today bending their efforts 
toward keeping up wages and lowering the cost 
of living. 

Of course, it is a fact that a rapid decline 
in commodity prices unsettles business, but a 
gradual decline over a period of years with 
wages holding steady cannot be regarded as 
other than ideal prosperity. 


BANKING SUPPORT IN THE MARKET 


Some of those who are interested in the stock 
market are often puzzled by just what is meant 
by “banking support” during times when the 
market is actually weak. The writer recalls an 
amusing letter which he received during such a 
period from an irate individual who said, “If the 
bankers wanted to support the market, why did 
they not do it earlier and prevent the crash?” 
Now the fact is that the bankers do get together 
and support the market during periods of great 
weakness, although this support does not appear 
in the market as often as we are led to believe by 
the reports. When a situation develops where a 
great many stockholders become frightened into 
throwing their stocks overboard for whatever 
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prices they will bring, the bankers realize that 
this psychological condition may be overcome 
by support. The leading banking houses, there- 
fore, will get together and form a pool to buy 
some large blocks of the pivotal stocks. This 
support, thrown into the market, will often halt 
a decline until reason returns to frightened 
holders. The stock so purchased is not usually 
held for a big profit, but is sold again as soon 
as the market will absorb it. Banking support 
at such times, therefore, is a material aid to the 
business and financial situation. Banking sup- 
port is not, of course, wholly philanthropic, be- 
cause if a panicky situation were allowed to go 
to its logical conclusion, it would hurt the 
bankers as well as everyone else. 


BROKERS’ LOANS 

At the beginning of 1925 a new policy was 
inaugurated by the Federal Reserve Board in 
the issuance of weekly reports showing how 
much money is being borrowed by brokers on 
stocks and bonds. The figure was well over 
three billion dollars, or nearly one billion larger 
than was generally supposed. In March, 1926, 
the stock market had quite a severe decline, 
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which was attributed to the large amount of 
money being borrowed. The result of all this 
has been that the volume of brokers’ loans, as 
then disclosed, has been something of a bug- 
bear to market followers. However, brokers’ 
loans must be judged wholly by the state of 
credit. If credit conditions are sound and money 
is easy, the brokers’ loan account, even if high, 
is not likely to be troublesome; but if money 
becomes scarce, brokers’ loans may be cut by 
the banks even if they are not particularly 
large. 


WILL THE FINANCIAL SHARK BE 
ELIMINATED? 

Much good work has been done by stock ex- 
changes, better business bureaus, and public 
authorities toward the elimination of the “‘finan- 
cial shark”’ who preys upon the credulity of the 
investing public. While the writer would be the 
last to suggest any relaxation in efforts tending 
to prevent these abuses, it is doubtful if the un- 
scrupulous vendor of fake stocks will ever be 
eliminated. No sooner are these gentry ousted 
from one nefarious scheme than they bob up in 
another under a new guise. 
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The method which now seems to be popular 
with these sharpers is the publication of the so- 
called Tipster Sheet, which is ostensibly a small 
newspaper, but which is, in reality, merely an 
advertising circular calculated to trap the un- 
wary. A portion of these Tipster Sheets will be 
devoted to legitimate reports of the stronger 
companies, and they will also be punctuated by 
editorials warning people against the loss of 
money to unscrupulous promoters, and dwelling 
‘upon many financial truisms in a way calculated 
to obtain the confidence of the reader. The 
finesse shown in these editorials is remarkable, 
and one would think, to read them, that their 
authors were on the verge of sainthood. The 
main purpose, however, is disclosed by certain 
leading articles which dwell enthusiastically 
upon the stocks which these promoters wish to 
sell. Inasmuch as the stocks are worthless, and 
each dollar received from the public represents 
a profit of one hundred cents, the vendors are 
able to expend large sums of money in the cir- 
culation of these publications. 

This Tipster Sheet propaganda is supple- 
mented by long-distance telephone solicitation 
by high-powered salesmen who are selected 
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wholly because they are smooth talkers and 
have the ability to make many people think 
that black is white. These financial sharks will 
often telephone many thousands of miles to 
reach an intended victim. If the prospective 
purchaser suggests that he has no ready money 
available, he is told that he can deposit some 
stock or bond which he has as collateral for the 
purchase of the fake stock. He is told that the 
stock is certain to have an advance, after which 
he will be able to sell out at a good profit, and 
his collateral will be returned to him. If the 
collateral is deposited, the financial shark im- 
mediately sells it.in the market and puts the 
money into his pocket. 

Frequently, when the financial shark meets 
an intended victim who is a little more cautious 
than usual, he asks him to put up a stock like 
American Telephone, for example, for the pur- 
chase of more American Telephone stock. Hav- 
ing already been sold on the merits of American 
Telephone, and having been persuaded that 
American Telephone stock is to have a sharp 
advance, the victim will succumb to the blan- 
dishments of the high-powered salesman and 
turn over his stock. Of course, the financial 
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shark will not buy any American Telephone, 
although he will send the victim a notice that 
it has been bought. What he really does is to 
convert the stock into cash for his own use. 

The question arises as to why these financial 
sharks keep out of the clutches of the law in 
view of this palpable dishonesty. The answer 
is that if a victim makes too great a fuss, or is 
in a position to make trouble, the shark will 
settle with him. The financial shark works on 
the theory of the law of averages, knowing well 
that a large number of people will pocket their 
losses rather than admit that they have been 
victimized. In many cases the victim is a 
person ignorant as to finance or the law. 

In spite of all the efforts being made to 
protect the public against dishonest promoters, 
many millions of dollars are lost annually in 
this way. The amount of these losses can be 
cut down only by financial education. It has 
always been a great puzzle to the writer why 
the public schools do not have some elementary 
system of education which will inculcate in the 
youthful mind some knowledge of sound in- 
vestment practice. It is only in recent years 
that the colleges have gone into this field of 
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education, through the benefactions of such 
public-spirited citizens as George F. Baker and 
others. If the curriculum of the public school 
were extended so as to include this important 
subject, it would save the American people 
many millions now being lost to fakers each 
year. 


HOW TO FIGURE RIGHTS 

There is hardly one person in ten who knows 
how to compute the value of “rights,” although 
it is a simple thing to do. A right, of course, is 
a privilege often given by a company to its 
stockholders to buy a new issue of stock at a 
price under the prevailing market price. In 
order to make the example clear, let us assume 
that American Telephone stock is selling in the 
market at $150 per share, and the company has 
extended the right to its stockholders to buy 
one share of new stock at $100 per share for 
each five shares of old stock held. The com- 


putation would be as follows: 


5 shares of American Telephone at $150. $750 


1 share of new stock at$10o...... 100 
otalcostio mw oranaresc. 4), to oe tn. $850 
Average cost per share of 6 shares . . $141.66} 
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Now to find the cash value of the right, it is 
only necessary to subtract the average cost of 
$141.66% per share from the market price of 
$150 per share, which would, in this hypotheti- 
cal case, mean a value of $8.33% for each right. 
The five-share holder of American Telephone 
stock would, therefore, have a privilege worth 
five times $8.33, or $41.66%. 


PUTS*AND CALLS 


> 


The matter of “puts” and “calls” on stocks 
is very puzzling to many people, and the writer 
will endeavor to explain it as clearly as possible. 

A call is a privilege to buy a stock at a given 
price for a certain length of time for a fixed fee. 
For example, suppose that United States Steel 
is selling at $100 per share in the market. The 
seller of a call will name a fee of, say, $150, for 
which he will agree to deliver, at any time 
within thirty days, to the purchaser of the call, 
100 shares of United States Steel at five points 
“away” from the market, or at a price of $105 
per share. If a man purchased this call and the 
stock rose to $106.50 per share within thirty 
days, he would break even on the cost of his 
call. For each dollar which United States Steel 
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advanced above 106% within the thirty-day 
period, the purchaser would profit to the extent 
of $100, if he exercised his option; that is, if he 
took up the stock and paid $105 per share plus 
$150, the cost of the call, and sold the stock in 
the open market. If United States Steel did not 
go above $105 during the period of the option, 
the purchaser would lose $150, but this would 
be the total extent of his loss no matter how 
much United States Steel went down. 

Now a put is the exact opposite of a call. 
The dealer who sells a put agrees to buy for a 
certain fee a given amount of stock at a fixed 
price. For example, the seller of the put would 
agree to buy, for a fee of $150, one hundred 
shares of United States Steel at five points below 
the current market of $100 a share, or $95 per 
share. The purchaser of the put would, there- 
fore, be able to sell to the maker of the put 
10oo shares of United States Steel at $95 per 
share at any time within thirty days. If United 
States Steel went down to 93%, the purchaser 
of the put would break even, and he would 
profit to the extent of $100 for every point 
which United States Steel sold below 93%, if 
he exercised his option. No matter how much 


161 


Successful Speculative Investment 


United States Steel went up, the purchaser of 
the put could not lose more than $150. 

Puts and calls have long been popular with a 
small number of speculators, either as a pro- 
tection against loss in commitments already 
made or as a positive method of trading. 

The dealers in puts and calls vary their fees, 
and the prices at which they are willing to 
buy and sell stocks, according to market con- 
ditions and the character of the various stocks. 
For example, the fee on a stock like United States 
Steel, which moves slowly in the market, would 
naturally be less than for a highly volatile stock 
which moves rapidly and widely. The price at 
which the dealer in puts and calls would be will- 
ing to buy and sell would, of course, be further 
away from the market price in a volatile stock 
than in a stock like United States Steel, for 
instance. 

The dealers in puts and calls are very clever 
in gauging their fees and prices according to the 
character of the stocks; much more clever, in 
fact, than the average speculator. Although the 
dealer in puts and calls may be soundly “stuck” 
at times, he usually plans to name prices far 
enough away from the market so that within a 
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given period he gets his fees and does not have 
to buy or sell the stock. 

The writer has often been asked by speculators 
whether it would not be better to buy puts and 
calls rather than to trade in the ordinary way in 
the market. The answer is that it all depends 
upon the acumen of the buyer. 


A COMPANY’S PARENTAGE 


The shrewd investor, when asked to buy a 
certain stock in the market, is very apt to ask, 
“Who are its parents?” Experienced investors 
are well aware of the great importance of man- 
agement and financial backing. If a company 
is controlled by men who are experienced in 
large undertakings and have such affiliations as 
will enable them to get business for their com- 
panies, it is much more likely to prosper than 
if it is under the management of mediocre 
men who have no important affiliations. The 
same rule holds true regarding a company’s 
bankers. A company whose bankers are pow- 
erful moneyed interests is much better able 
to finance during periods of financial stress 
than the company whose bankers have limited 
resources. 
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The importance of management and financial 
backing can hardly be overestimated. Some 
authorities go so far as to assert that 80% of 
the success of a company depends upon these 
factors alone. There are certain groups of finan- 
ciers who have been conspicuous for the success 
of the companies under their guidance. If a 
new company is formed having such backing, 
it is far more likely to be successful than the 
new company lacking such support. 


LISTED AND UNLISTED STOCKS 

Some investors will not buy a stock unless it 
has a market on some stock exchange where the 
dealings 1 in it are made public every day. They 
hold that if anything favorable or unfavorable 
develops, under the surface, regarding a com- 
pany, it is apt to be reflected in the action of 
the stock in the market, and that they are often 
able to get important clues as to what is going 
on within a company by the action of its stock. 
These investors further argue that an unlisted 
stock which is dealt in infrequently does not 
usually give such clues. There is, no doubt, a 
good deal of truth in this contention, but to 
the writer it seems that the main advantage in 
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having listed stocks is that they usually have 
a better collateral value in case one needs 
to borrow on them, and also have a ready 
market value in case one wishes to cash in on 
them. Of course there are very many excellent 
stocks which are not listed, and one cannot 
make an inflexible rule against buying them. 
However, as a general proposition, listed stocks 
have an advantage over unlisted stocks, whereas 
unlisted stocks have no advantage in any way 
over the listed ones. 


TAPE READING 


There is a great deal of talk in the newspapers 
and elsewhere regarding tape reading. Specu- 
lators like Livermore, Castles, and others, are 
said to be able to tell by the momentary quo- 
tations on the ticker tape whether a stock 
is going up or down. These stories give the 
impression that certain big plungers can, by 
watching the ticker, make large sums of money 
because they can “read” the tape. In the 
writer’s many years of experience he has never 
seen any evidence of successful tape reading, 
and he has never met a big market operator — 
and he has met the majority of them — who 
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has ever claimed that he could “read” the tape. 
Sometimes it happens that a stock will become 
very active at advancing quotations after a long 
period of quietude, and such activity may be 
followed by a smart advance in the stock. The 
trader who jumps into a stock upon such ac- 
tivity may, of course, make a quick profit if he 
is nimble, but, on the other hand, there are 
many false moves where activity is the prelude 
to a sharp decline. To illustrate, suppose that a 
large holder of stock made up his mind that 
the conditions surrounding it were unfavorable 
and that he would liquidate his holdings. Sup- 
pose that the market for the stock was thin, so 
that if he endeavored to sell his stock he would 
greatly depress its price, what would he do? 
He might give a “call” to certain market oper- 
ators at a few points below the market. The 
market operators would then begin a campaign 
calculated to make the stock active and attract 
buyers. They would create activity on the tape 
by buying through one group of brokers and 
selling through another, and at the same time 
disseminate bullish propaganda. Such a market 
operation, then, would mean great activity for 
a time until the speculators had been loaded 
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with the stock, after which it would probably 
drop sharply. 

Now let us suppose that an important interest 
wished to buy a large amount of stock in the 
open market. Is it reasonable to suppose that 
he would rush into the market and create great 
activity, thereby causing competition? Cer- 
tainly not. He would very carefully and quietly 
accumulate the stock without attracting atten- 
tion. Of course, there are some tape readers 
who go exactly opposite to what appears on 
the tape, but they cannot always judge the 
element of public enthusiasm. 

Activity on the tape, therefore, may mean that 
the public wishes to buy, or that some large in- 
terest wishes to sell, and the tape reader can 
take his choice. 


PLUNGER PROFITS 
While it is a fact that certain big plungers in 
the market lose and win very large sums, they 
do not always take such large risks as is sup- 
posed. Frequently, these market operators are 
working for somebody else. Large holders of 
stocks often give “calls” to the big market 
operators, and in such cases the market oper- 
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ators are protected against a decline in the 
market in case they are unable to distribute 
their line. 

There are certain large operators and bro- 
kerage firms who are noted for their ability to 
disseminate propaganda and distribute stocks. 
Such people are busily employed most of the time. 


THE .POEITICAI. PACTOR 


Whenever Congress convenes, it gives a de- 
cided chill to the speculative element, which 
then begins to worry about legislation. Taxes, 
tariff changes, acts affecting railroads, public 
utilities and other corporations, investigations, 
radical proposals by members of Congress, etc., 
are some of the bugbears. The fact is, however, 
that there is a good deal of constructive legisla- 
tion put through in each session of Congress, 
and it is seldom that any very radical bill be- 
comes a law. Of course, it is necessary for the 
speculative investor to keep thoroughly posted 
regarding current political affairs in order to 
determine how legislation may affect his securi- 
ties, but politics have far less effect upon the 
value of securities than the agitation of the 
speculative element would suggest. 

168 


Twenty Years’ Financial Observation 


MINORITY OBSTRUCTIONISTS 


Years ago, the majority interests in many 
companies had very little regard for the minority 
group, and there were many grave abuses of 
power. As a result, in recent years there have 
been many laws passed for the protection of 
minority interests, so that today it may be said 
that the obstructionists are largely these interests 
who take advantage of their improved status in 
order to profit. There have been some glaring 
examples where people have bought into various 
companies in order to obstruct merger and other 
plans, and have been able to exact large prices 
for their holdings from majority interests. The 
investor may do well to consider this compara- 
tively new financial phase, in order that he may 
not lend assistance to those, who, while profess- 
ing that they are aiding the small holders, are in 
reality aiding only themselves. 


THE SYSTEM 


Some years ago, a prominent stock-market 
speculator expounded the theory of “the sys- 
tem.” The system was supposed to represent 
all the large financial interests in league to 
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control finance, business, the stock market, the 
government, and pretty nearly everything else. 
There are many people today who believe that 
there is such a system, but after twenty years’ 
experience in the financial field, the writer can 
say that he has never seen the slightest evidence 
of any such mythical monster. As a matter of 
fact, there is the stiffest kind of competition 
among the big banking houses, and human 
nature is such that there is not the slightest 
likelihood of any combination of this kind in 
the future. 


THE RECORD DEPRESSION IN THE 
COPPERS 

The copper stocks can claim the unenviable 
distinction of holding the record for the longest 
depression. The longest previous record of this 
kind was held by the steel industry until, over 
twenty-five years ago, the United States Steel 
Corporation was formed, which brought order 
out of chaos. Through control of a large portion 
of the industry, and by organization, the steel 
business has been put upon a sound basis, and 
the stocks and bonds of the leading steel com- 
panies enjoy a high investment rating. 
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The question arises as to whether the copper 
industry, which is quite as basic as the steel 
industry, will ever be stabilized so that the 
copper securities may have a higher investment 
standing. The Copper Export Association, which 
embraces practically all the large producers of 
copper, has succeeded in eliminating the cut- 
throat competition which obtained in the sale 
of copper abroad, but thus far there has been 
no association of interests, and no large domi- 
nating combination which has been able to pre- 
vent the severe competition in this country. 
American copper interests control a great deal 
of the copper output of the South American and 
other countries which sell in the American 
market, so that the copper interests are unable 
to get together in forwarding any tariff policy. 
The main trouble with the copper industry is 
that there is no uniformity in costs of produc- 
tion. Some copper deposits may be scooped up 
with a steam shovel, while others have to be 
mined thousands of feet below the surface of the 
earth. Production costs per pound of copper 
vary all the way from seven cents to thirteen 
cents or more. The low-cost producers are loath 
to enter into any arrangement with the high- 
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cost producers. Then again there is the Federal 
Trade Commission, whose business it is to see 
that there is no restraint of trade. It would 
seem that the only solution of the problem, if 
there is a solution, will have to come through 
combination, just as it did in the steel industry. 


BUYING INTO A NEW INDUSTRY 


Modern history has shown that the luxuries 
of today become the necessities of tomorrow. 
The great automobile industry is a case in 
point. For this reason, a great many investors 
are imbued with the idea that it is only neces- 
sary to buy into some new line of business in 
order to get rich. The fact is, however, that 
every new line of industry has to go through a 
condition of flux, wherein the majority of com- 
panies fail, even though they are prosperous at 
the start. Profits in a new industry are usually 
very large for a time, so that many people are 
tempted to embark in the new line; the result is 
overproduction, at least temporarily, and low 
profits. The latest notable example of this is the 
radio business, which started only a few years 
ago. At first the profits in radio devices were 
enormous; this was followed by tremendous 

172 


Twenty Years’ Financial Observation 


overproduction, while the improvement in the 
art made millions of devices obsolete overnight. 
Profits declined to the vanishing point; the big 
majority of radio concerns failed, and today 
only a few large units are emerging into a 
position where their securities have any im- 
portant investment standing. 

Investors will do well, therefore, not to be 
carried away by the bright prospects of new 
industries, and will find it more profitable in the 
long run to wait until a new line of business has 
settled down and the successful companies are 
clearly disclosed. 


THE SELECTION OF ONE’S BROKER 


It is surprising what a large number of people 
lose money through doing business with irre- 
sponsible brokers. A person without any means 
whatever can rent an office and put the words 
“Banker and Broker”? beneath his name on the 
door, yet to the average person all brokers are 
alike, regardless of their financial status. 

The writer recalls an instance where a man 
opened an account with an irresponsible broker- 
age firm and traded for a period of two years, 
at the end of which time he had a profit of some 
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thirty thousand dollars. One day he decided to 
take his profit, and wrote to his brokers asking 
them to sell out his stock and send him a check 
for his credit balance. He received no reply, 
and later was greatly shocked to find that the 
brokers had merely “‘bucketed” his orders and 
had not the financial resources with which to 
pay him anything. Had this man done business 
with a reliable concern, the money due him 
would have been immediately forthcoming. 

Unless a brokerage firm is a member of one 
or more of the stock exchanges, it is practically 
impossible for it to make money legitimately in 
a brokerage commission business. The stock 
exchanges have a rule whereby its members 
cannot split commissions with anyone who is 
not a member of the exchange, so that the 
broker who is not a member of any of the 
exchanges must pay the same commission, if 
he actually buys and sells stocks, as any trader 
would have to do. How then can a broker who 
is not a member of the exchanges make money? 
He can do so only by adding another commission 
charge to his customer’s account or by playing 
against his customer through “‘bucketing”’ his 
orders. 
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Before a man can become a member of any 
of the stock exchanges, he must not only have 
financial resources sufficient to buy a “‘seat,” 
but he must also have further financial resources 
which will satisfy the exchange authorities as to 
his ability to take care of obligations incident 
to carrying stocks for his customers. The New 
York Stock Exchange rule is that the broker 
must have a cash capital equal to at least ten 
percent of his liabilities; if the liabilities of a 
brokerage concern increase, the cash capital 
of the brokerage firm must also be increased. 
Furthermore, a man must have a record for 
having faithfully fulfilled his obligations in the 
past, before he can become a member of any 
of the exchanges. Those who in any way have 
been connected with “‘bucket-shop”’ operations 
in the past, have not the slightest chance of 
becoming members of any of the important ex- 
changes, no matter how great their financial 
resources. Indeed no New York Stock Exchange 
firm can hire an employee who has worked for 
aa bucket shop; 

New York Stock Exchange seats are worth 
about two hundred thousand dollars, so that 
any firm must necessarily have a reasonable 
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amount of money in order to join this exchange. 
The business mortality rate among members of 
the New York Stock exchange is very low, and 
if a firm is a member of the Boston, New York, 
and other stock exchanges, it is pretty certain 
that it is in reasonably good financial standing. 
We should differentiate, however, between 
stock-exchange houses and bond houses; many 
of the strongest bond houses are not members 
of any exchange. The bond business is entirely 
distinct from the stock-brokerage business. 


MECHANICAL STOCK TRADING 


While there has never yet been devised any 
system to beat the market, some brokers argue 
that mechanical stock trading, for those who 
are determined to trade actively, is far better 
than attempting to guess the day-to-day fluctu- 
ations in prices. While the writer does not 
recommend this method, many will be interested 
in the theory which is based upon the idea that 
one should be able to continue the buying of a 
given stock, on a scale down, no matter how 
far it goes. The plan is to select some proven, 
seasoned, dividend-paying stock which has a 
good market at all times. One should consider 
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what his working capital should be, and then 
the unit of each purchase should be decided 
upon in relation to the amount of working 
capital. It will thus depend on the amount of 
working capital whether one is prepared to buy 
in five-share lots or one-hundred-share lots. 
After the unit of purchase has been decided 
upon, purchases may be made each point down, 
or each two, three, four, or five points down, 
this again depending upon the amount of work- 
ing capital. If one. bought in ten-share units, 
every three points down, he would sell ten 
shares whenever the stock rallied three points. 
In other words, a,constant “milking’’ process 
is kept up. The operator must be prepared to 
follow a long decline with regular purchases, 
and must have sufficient capital to see the 
game through. 

It is argued, for example, that on a working 
capital of something under ten thousand dollars, 
one could have traded in ten-share lots and 
caught all the two-point swings in Erie common 
for the past forty years. Erie’s high point dur- 
ing this period was about sixty and its low point 
ten; thus this stock has moved in a fifty-point 
radius for forty years. If one had commenced 
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buying it at sixty, and bought ten shares every 
two points down, his greatest paper loss would 
have been an average of twenty-five points on 
two hundred and fifty shares, or six thousand 
two hundred and fifty dollars. Of course if one 
had started buying Erie somewhere between 
the two extremes, his working capital could 
have been less. 

The proponents of this theory argue that it is 
better to trade in a medium-priced stock than 
in a high-priced stock, and most of them hold 
that a stock like Erie should not have been 
chosen because it has paid no dividends to off- 
set brokers’ interest charges. 

While the writer is inclined to believe that the 
mechanical trader who gauges well his unit of 
purchase in relation to his working capital will 
probably fare better than the average trader 
who merely guesses on fluctuations and has only 
a hazy idea as to how much working capital he 
should have, the mechanical plan of operation 
is by no means infallible. The writer knows of 
one mechanical trader who, on a capital of five 
thousand dollars, made profits totaling some 
fifteen hundred dollars per year for a number 
of years, but finally lost his entire capital when 
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that stock went down to zero, incident to the 
reorganization of the railroad. 

One big handicap which the trader has in 
following this system is in judging the radius of 
a stock in advance. As with many other sys- 
tems, one can select a hypothetical case, and 
show conclusively that the method would beat 
the market, but it is quite another matter to 
select a stock and gauge what its radius will be 
during the next ten years. Then, again, a stock 
may be active one year, presenting many oppor- 
tunities for trading, and very inactive the next. 
One would have said, years ago, that a stock 
like Anaconda would have been a good trading 
medium, but today it hardly fluctuates a point 
in a week. 

Even though the mechanical stock trader may 
not have his capital wiped out, his profits are 
not likely to be nearly so great as he imagines. 
If one had orders in to buy ten shares of Ameri- 
can Can, for example, at 50, and another ten 
shares at 48, the stock might fluctuate several 
times between 481 and 50. 

By the employment of this system a trader 
would do well if he made twenty or twenty-five 
percent on his working capital each year, which 
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would not seem very attractive considering the 
risk involved. Mechanical trading, however, 
would probably be vastly better than the hit- 
or-miss methods being employed by the big 


majority of marginal speculators. 


BLAMING THE STOCK EXCHANGE 
The New York Stock Exchange, which has 


now become an international as well as a 
national market, is often blamed for things 
which occur entirely outside its jurisdiction, 
and every little while somebody will arise in 
the New York State Legislature and demand 
that this organization be regulated, whatever 
that may mean. 

Truth compels the acknowledgment that the 
standard of ethics of the New York Stock Ex- 
change is very high, considering the character 
of its business and human nature as it is. In 
recent years, this organization has adopted many 
rules and regulations which have done much 
to protect the speculative and investment pub- 
lic. To enumerate these would require a large 
volume, but it suffices to say that scan- 
dals have been practically eliminated from this 
body. 
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A great many episodes like the Stutz corner 
and others could not have been foreseen by the 
stock-exchange authorities until they happened, 
when they were dealt with promptly. In the 
case of the Stutz Motors corner, that stock was 
thrown off the exchange. 

Now corners in the market may be engineered 
by people who are in no way connected with the 
exchange, and it is not too much to say that 
practically all the abuses which exist may be 
traced to people who are not members of this 
body. There is nothing to prevent a crowd of 
rich men outside the stock exchange from get- 
ting together and shamefully manipulating a 
stock which has a small capitalization, thereby 
mulcting the speculative public. As long as we 
have a public market, what authority is there 
which can regulate the acts of the buyers and 
sellers? 

Of course, new rules can be and are put into 
effect, to take care of certain situations, but 
there certainly could not be any law passed to 
prevent any man or group of men from buying 
or selling as much stock in the market as they 
saw fit. 

The writer cannot imagine anything which 
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would be worse for the speculative and invest- 
ment public than the regulation of the stock 
exchange by a politically appointed commission. 
To mix stock trading with politics would be to 
embark on a course which would make the 
financial scandals of the past seem trivial. 


BANKER COMPETITION AND 
HIGH PRICES 

Strange as it may seem, competition among 
banking houses often results in the public being 
forced to pay higher prices for stock than would 
be the case if there were no such competition. 
For example, let us suppose that the controlling 
interests in a successful and nationally known 
corporation wished to cash in on a part of their 
holdings by the sale of stock. Such interests 
would immediately let this fact become known 
in the financial district, and representatives of 
the large banking houses would immediately 
start negotiations looking to the purchase of a 
block of stock. The controlling interests would, 
of course, play one banking house against an- 
other with the idea of getting as high a price 
as possible for their stock. Competitive bidding, 
then, on the part of the bankers, would result 
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in higher prices to the bankers and to the public. 
The writer recalls a recent case where such com- 
petitive bidding resulted in stock being sold to 
the public at an absurdly high figure. This stock 
today is selling many dollars per share below the 
price which the public paid, and of course those 
who bought the stock have sustained heavy 
losses. Incidentally, it may be said that the 
investing public is much more likely to be 
“stuck”? when they buy stock of a nationally 
known company than when they buy into a 
concern not so well known. 


FAKES AND NEAR FAKES 

The most difficult problem that the financial 
adviser has to face is in giving opinions regard- 
ing securities of concerns which have enough 
merit so that they cannot be classed as fakes, 
and yet which are of such a character that the 
investor therein is very likely to lose a large 
part, or all, of his investment. The promoters of 
the stock of such companies would have cause 
for legal action against the financial adviser who 
spoke his mind too freely. The financial adviser, 
therefore, must be careful what he says, and his 
usual method is to resort to faint praise, which, 
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to the shrewd investor, would be equal to damn- 
ing. This fails to register, however, with the 
more gullible investor, who, in the absence of 
any direct opposition on the part of the adviser, 
proceeds to pass over his money. 


PROFITS OF BANKING HOUSES 


There is a great misconception as to the 
amount of money which the banking houses 
make in selling securities. Some years ago, the 
head of one of the largest New York banking 
houses submitted a statement to the Interstate 
Commerce Commission, showing the profits and 
losses made on the various issues of railroad 
securities which this firm had handled over a 
period of years. This exhibit showed that it 
was not an uncommon experience for the bank- 
ing house to lose several million dollars on one 
issue. Considering the capital employed, the 
percentage of profit of the average banking 
house is no larger than that of a successful 
concern in nearly any other line of business. 
Many banking houses, when something goes 
wrong with a company whose securities they 
have sold, will buy to support the market, with 
the full knowledge that they are paying more 
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than the securities are worth. The writer knows 
of one Boston banking house which bought back 
from its clients several hundred thousand dollars’ 
worth of securities when they became aware of 
certain irregularities in the affairs of the com- 
pany, and pocketed the loss. Bankers, like other 
concerns, depend upon the good will of their 
clients, and they frequently deem it advisable 
to take a big loss rather than to sacrifice this 
good will. 

During recent years, the profits in the bond 
business have been steadily declining, and at 
the present time there are too many bond 
dealers. During the war period, when interest 
rates were higher and profits were larger, a host 
of new bond houses sprang up in every large 
city of the country, with the result that today 
the average bond salesman has a difficult job to 
make a living. There is little doubt that the 
severe competition in the bond business will re- 
sult in the elimination of many small bond 
houses during the next few years. 

Houses dealing in commercial paper are also 
having a lean period, which promises to continue 
indefinitely. The large supply of credit, also the 
ability of the banks to rediscount commercial 
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paper with the Federal Reserve Bank, threatens 
to eliminate the commercial-paper houses alto- 


gether. 


CONSULT YOUR LOCAL BANKER 


In the newspapers and street cars, we often 
see advertisements exhorting us to deal with our 
local grocer. It is unfortunate that there are not 
other advertisements suggesting that people 
consult their local banker, as this would save 
the loss of a great deal of money. If every person 
who is solicited to put money into a venture 
would seek the advice of his local banker, and 
ask him to look up the concern which is pro- 
moting the proposition, he would probably be 
correctly advised nineteen times out of twenty. 
The local banker might not know anything about 
the proposition, but every local bank has a cor- 
respondent in the large financial centers who 
would be able to get the information without 
much delay. There are a great many people 
who are so secretive in their affairs that they 
hesitate to talk about them to anybody in their 
own town. Such reluctant persons could, how- 
ever, get the information desired from any one 
of a dozen reliable sources. 
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WHO IS BUYING AND SELLING? 

Whenever a stock starts upward in the market, 
almost the first question asked in brokerage cir- 
cles is, “Who is buying?” Whenever a stock is 
weak, we hear the query, ‘Who is selling?” A 
great many speculators think that if they can 
trace the buyers and the sellers they will be 
able to find out whether the selling is good or 
poor. If the buying of a certain stock is by 
brokers who are known to be affiliated with 
strong interests, the average trader will imme- 
diately conclude that good buying is going on. 
However, it is very difficult to find out definitely 
regarding buyers and sellers of stocks. One of 
the first principles in a brokerage concern is to 
keep sacred the identity of its largest customers, 
and any brokerage establishment which “leaks” 
in a matter of this kind is bound to lose a great 
deal of business. 

It is an old trick of the market operators, 
when they wish to attract a public following, to 
buy through brokers who are known to act at 
times for large interests, and thereby mislead 
the speculative following. Again, those who 
wish to buy a large amount of stock, quite fre- 
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quently make their purchases through the 
smaller brokerage houses, in order to attract 
as little attention as possible. Practically all of 
the large financial interests have a confidential 
broker, and he is usually a man who has shown, 
by years of probity, that he is worthy of the 
trust imposed in him. The confidential broker, 
however, does not go upon the floor of the ex- 
change and buy stocks, but distributes his orders 
widely among other brokers. The confidential 
New York broker might distribute his buying 
or selling orders to brokers in Boston, Chicago, 
or London, if he wished to disguise his operations. 

Even if one were able to find out that certain 
large interests were buying stock through a 
group of brokers, he would not be sure that 
they were not selling more than they were buy- 
ing through another group. The distribution of 
stock is accomplished by buying as well as 
selling. For example, if one wished to sell a 
block of fifty thousand shares of a certain stock, 
he might conduct his operations over a period 
of many days. He might distribute in one day 
buying orders for ten thousand shares and sell- 
ing orders for fifteen thousand shares, if the 
market would take that much selling on bal- 

188 


Twenty Years’ Financial Observation 


ance. If the market became weak, he might 
buy five thousand shares without selling at all. 
Thus he would keep up the buying and selling 
of stock in an endeavor to lose on balance as 
much as possible each day without depressing 
the market. It might take him a month or two 
to distribute fifty thousand shares of stock, and 
it would indeed take a bright trader who would 
be able to discern the preponderance of buying 
or selling orders from any one source. 

Not only is it practically impossible for the 
average trader to discover whether important 
people are buying or selling, but it is also very 
difficult for the big interests themselves to know 
what other large interests are doing in the 
market, even though they may be closely af- 
filiated. Some very amusing incidents have 
happened which illustrate this point. In a coal 
company promotion, the writer recalls the case 
of two prominent interests who were “making” 
a market in its shares. It was a new coal de- 
posit, and there was some doubt as to whether 
or not the coal was readily combustible. After 
quite a large market had been developed in the 
stock, one of these interests, unbeknown to the 
other, sent a well-known expert to make a 
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special investigation of the quality of the coal. 
The expert reported that this coal mine would 
probably be the safest place on the Day of 
Judgment, or, in other words, that the coal 
would not burn readily, and could not be used 
unless treated chemically, which would bring 
the cost of production to such a high point 
that it could not be a commercial success. The 
one who received this report made up his mind 
that he would get from under the large block 
of stock which he owned, but in order to do 
this it was necessary for him to disguise very 
carefully his selling operations. He consulted 
his confidential broker, who proceeded to borrow 
from the various brokers and sell short this stock 
which they were carrying for their customers. 
During the selling movement which resulted 
from this seemingly short-sale operation, the 
biggest buyer was the partner of the man who 
was selling through his confidential broker, and 
he was mightily mystified by the sudden desire 
to sell on the part of speculators who had been 
previously enthusiastic about the stock. How- 
ever, he continued to support the market, be- 
lieving that by so doing he could redistribute 
the stock. Imagine his surprise later, when he 
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discovered that he had bought the entire block 
of stock of his partner in the deal. His inability 
to trace the real seller cost him about $500,000. 


WHAT ARE STOCK DIVIDENDS? 

Whenever a large corporation declares a sub- 
stantial dividend in stock, the headlines in the 
press are apt to state that the company is giving 
away millions of dollars to its stockholders. The 
40% stock dividend which was recently declared 
by the United States Steel Corporation was 
hailed as the gift of hundreds of millions of 
dollars to stockholders. As a matter of fact, 
this stock divideid was merely so much addi- 
tional paper representing the capitalization of 
the company. All that the stock dividend meant 
was that every ten-share holder would have 
fourteen shares representing his interest in the 
company, instead of ten shares. However, the 
fourteen shares were worth no more than the pre- 
vious ten shares. It makes no difference into 
how many pieces an apple is divided, so far as 
the size of the apple is concerned. Of course, in 
the case of the 40% U. S. Steel stock dividend, 
the 7% cash dividend rate on the old stock was 
continued on the additional stock, so that the 
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ten-share holder of U. S. Steel now receives $98 
instead of $70 per share each year on his in- 
vestment. Stock dividends, therefore, are largely 
a matter of bookkeeping, except in so far as 
they increase the annual cash dividend return 
to holders. 

Stock dividends, which are issued by various 
companies from time to time, usually represent 
an increase in surplus over a period of years. 
They do not represent any sudden creation or 
gift of value. The 40% stock dividend of the 
U. S. Steel Corporation was many years in the 
making. There are many people who will rush 
in and buy a stock on the news that a stock 
dividend has been declared, but there is no 
more logical reason for buying before a stock 
dividend than at any other time. Just as the 
surplus of a company is increased over a period 
of years, so does the stock increase in value, 
reflecting the growth of the surplus. 

By capitalizing surplus through stock divi- 
dends, corporations are often able to save sub- 
stantial sums in taxes. Under our present 
Federal Income Tax law, excess surpluses are 
taxable; by capitalizing these surpluses, there- 
fore, a corporation escapes from the tax collector. 
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Many companies declare stock dividends from 
time to time instead of increasing the cash divi- 
dend rate. A number of the Standard Oil Com- 
panies have done this. Had it not been for the 
stock dividends which many of the Standard Oil 
Companies have declared, they would be paying 
very high dividends to stockholders. A Standard 
Oil Company which paid 20% or 25% on its 
stock would be singled out for attack by poli- 
ticians throughout the country, but if its capital 
stock were increased from time to time, and a 
dividend of 4% or 5% paid, few people would 
think anything about it. A high percentage 
rate in dividends, therefore, is avoided by a 
good many companies for this reason. 

Another reason for stock dividends is that 
they lower the price per share of stock in the 
market, thereby increasing the number of stock- 
holders. For example, before the last stock 
split-up in American Can, this stock sold around 
$300 per share. Since the 500% stock dividend 
was declared, it has ruled around $50 per share. 
Now for every person who will buy a stock 
selling at $300 per share, there are probably 
twenty persons who will buy a stock selling at 
$50 per share. The company, therefore, which 
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would increase its stockholders —and most 
companies desire to do this — plans to keep the 
unit value of stock at a reasonable figure. 

It is because stock dividends are so quickly 
forgotten that most people do not appreciate 
the desirability of holding the good stocks in- 
definitely. The daily quotations of stock prices 
do not show the stock dividends of the past; 
neither do most of the stock tables which give 
comparative prices. One has only to glance at 
the great advances in certain stocks, as shown 
in chapter two, to realize this. 


BUSINESS DEPRESSIONS AND 
THE MARKET 

The writer has often been asked what stocks 
suffer most in periods of business depression. 
As a group, the industrial stocks have a larger 
percentage of decline during poor times. This 
is natural enough, because during periods of 
depression the demand for goods falls off, and 
practically all the industrial companies manu- 
facture or deal in goods. Of course, there are 
certain industries which suffer more than others. 
Concerns that deal in goods which can be 
avoided with the least inconvenience to the 
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public would naturally suffer more than the 
concerns dealing in those things which the 
public seems bound to have under all circum- 
stances. We cannot always draw the line be- 
tween necessities and luxuries. For example, 
people are quite as likely to go to the movies 
and use tobacco during depressions as they are 
to buy foodstuffs. Indeed, if the stories of 
tradesmen are true, many people prefer to spend 
their money for automobiles rather than for 
food and clothing. 

Depressions bear more lightly upon stocks of 
the railroads and public utilities than upon most 
others. It is estimated that the volume of goods 
moving in a depression is only about 10% less 
than the ordinary volume, but this 10% margin 
spells the difference between profit and loss 
to many industrial companies. Goods must be 
shipped over the railroads regardless of what 
profits the manufacturer makes on them. About 
the only thing that would affect the railroads 
very seriously would be a crop shortage, but 
the diversified climate of this country, and the 
diversified crops, make this possibility exceed- 
ingly slight. In 1902, which was a big crop 
year, the railroad stocks advanced in price 
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about 15%, while the industrial stocks declined 
about the same amount, due to poor business 
conditions. At the present time, the average 
of industrial prices is higher than the average 
of railroad prices. This is due to the tremen- 
dous profits which the industrial companies 
made during the war and since. Before the 
war, the average of railroad stock prices always 
ruled above the average of industrial stock 
prices, and it would not be at all surprising 
if the same relation between these two groups 
were restored during the next two or three 
years. 

As for the public utilities, their steady growth, 
in spite of depressions, shows quite conclusively 
that people do not shut off their electric light, 
or their heat and telephone service, even if times 
are hard. 


BULL-BEARS 
Among the speculative element, there is none 
more certain to lose than the so-called “‘bull- 
bear,” who attempts to play both the long and 
the short side of the market. So deluded are 
some of these bull-bears that they think they 
can make money by operating on the long side 
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in one brokerage house and on the short side in 
another. There are many traders, however, who 
make a practice of operating a few days on the 
long side and a few days on the short side, in an 
attempt to catch the intermediate movements 
of the market. 

In an upward swing, a trader may make 
money even if he buys on the bulges, but he 
has only to make one mistake on the short side 
to be bound up with a loss for the whole move- 
ment if he is unfortunate enough to hold to his 
position. The only way a speculator has any 
chance of success is to play one side of the 
market. If he thanks the market trend is up- 
ward, he should not under any circumstances 
make short sales, even though he thinks the 
market may have a temporary setback. Prac- 
tically every upward swing in the market shows 
that the reactions do not occur when the rank 
and file are looking for them; neither do the 
rallies occur as scheduled during declines in the 
market. 


JUDGING A RAILROAD STOCK 


A great many people refrain from buying rail- 
road stocks because they consider a railroad 
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company too complicated for analysis. As a 
matter of fact, it is a simple matter to judge a 
railroad company. A railroad is merely a carrier 
or drayman. A teamster having good horses, 
capacious carts in good repair, and hauling goods 
on a level road, would, of course, be more suc- 
cessful than another having poor horses and carts, 
and carrying goods up a mountain side. A rail- 
road which has a straight, water-level roadbed, 
well ballasted, with heavy rails, powerful loco- 
motives, and up-to-date rolling stock, can obvi- 
ously handle goods at a greater profit than a 
small line with a crooked track, small engines, 
and poor equipment. As to the capital struc- 
ture, it is only necessary to figure what per- 
centage of the net revenues is consumed by bond 
interest and other fixed charges and apply the 
balance of net earnings to the number of shares 
of stock outstanding. As to the character of 
the railroad’s business, it is obvious enough 
that a road whose traffic is well diversified as 
between products of the mine, the soil, and 
merchandise, has a more stable earning power 
than a railroad that is dependent upon one 
crop or the bulk of whose traffic is in some par- 
ticular line. 
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AIRCRAFT INVESTMENT 


In view of the rapid strides in aviation the 
world over, there is little doubt that many new 
securities will come into being during the next 
twenty-five years. Recent exploits in aviation 
have stimulated speculative imagination to a 
point where many are asking what issues rep- 
resenting this new development are the most 
promising. 

At the present time, the development of 
aviation has not yet reached the stage where rec- 
ommendations can be made. Government sub- 
sidies have had to be put into effect in foreign 
countries in order to stimulate aviation, and 
this may be true in this country during the next 
few years. This industry will, no doubt, go 
through the same speculative stages as our rail- 
roads did after the Civil War and as the radio 
business has been doing for the past few years. 
Of course, there are certain companies making 
airplane motors which may become more pros- 
perous during the next few years, but the 
investor will probably do well to wait until avi- 
ation has reached the commercial stage before 
investing much money in this new field. 
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